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“Tt is not always easy to explain the 
whys and the wherefores of either our 
legal procedure or our methods of rais- 
ing public revenues. For a _ proper 
understanding we must trace our pres- 
ent practices back to their origination 
and have some understanding of how 
things got the way they are.” Louis 
H. Cook, in an ambitious study, gives 
us the backgrounds of modern taxation. 


In view of the excess profits tax, a 
matter of current importance is the sub- 
ject of corporate divisions. Section 129 
—one of the main considerations in 
determining whether or not to divide 
a corporation into several parts—is the 
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Administrative... 


FEDERAL 
TAXES 


THE Heath case, CCH Dec. 18,968(M), 11 
TCM 482 . . . attorneys who draw divorce settlements should 
take a lesson from this case. The husband and divorcée treated 
the payments made pursuant to the divorce as deductible and tax- 
able alimony. “No,” said the court. “We are satisfied that . . . 
the payments herein fail to qualify for deduction under the stat- 
ute.” Copy of the agreement is set out in the opinion. Other 
cases in point are F. Ellsworth Baker, CCH Dec. 18,869, 17—, 
No. 200 (1952) ; William M. Haag, CCH Dec. 18,440, 17 TC 55 
(1951); Joseph D. Fox, CCH Dec. 17,680, 14 TC 1131 (1950); 
Harold M. Fleming, CCH Dee. 17,715, 14 TC 1308 (1950); Es- 
tate of Frank P. Orsatti, CCH Dec. 16,793, 12 TC 188 (1949); 
Frank R. Casey, CCH Dec. 16,806, 12 TC 224 (1949) ; J. B. Steinel, 
CCH Dec. 16,287, 10 TC 409 (1948). 


THERE MUST BE a proximate relation- 
ship between the taxpayer’s expenditures which he deducts in 
computing his taxable income and the production of income for 
the taxpayer. This taxpayer was owner of considerable amounts 
of stocks and bonds, and the disallowed deduction was a pay- 
ment made to an organization that sponsored a program to foster 
a favorable public opinion about corporate investors’ problems. 
It published bulletins of interest to investors and analyzed cor- 
porate management, none of which “evidence warrants a finding 
in the petitioner’s favor,” that is, that the deduction was for an 
ordinary and necessary expense for the production of income or 
for the management and conservation of his stocks and bonds.— 
Forbes, CCH Dee. 18,971, 18 TC —, No. 37. 


A DEDUCTION of $6 was denied a tax- 
paver for a contribution to the National Association for the 
Advancement of Colored People. The Commissioner claimed 
that the organization influences legislation. The taxpayer could 


offer no proof to the contrary.—Lowe, CCH Dec. 18,986(M), 11 
TCM 508. 
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Both the Lowe case and Simon, Jr., CCH Dee. 
18,983(M), 11 TCM 503, involved porters who expected refunds 
of tax withheld. They both had inadequate or no records of 
their time worked, and the court allowed only $100 and $500, 
respectively, as deductions for traveling expenses. Compare 


Stephen, CCH Dec. 18,797(M), 11 TCM 157. 


A MORTGAGEE released a mortgage to 
the mortgagor in consideration for an annuity for life. When 
the mortgagor’s payments exceeded the value of the annuity 
contract, further payments were deductible as a loss from a trans- 


action entered into for profit— Sheridan, CCH Dec. 18,981, 18 
TC —, No. 44. 


MontTHLY PAYMENTS under a college 
fellowship are made for valuable consideration moving to the 
grantor. There is a fixed and stated objective for the research 
required by the fellowship—a thesis detailing the experience and 
the results of the research, and commercial application of such 
results, if any, from which. the college may acquire a royalty 
after granting a license for commercial application. The fellow- 
ship payments are income to the recipients.—Doerge, CCH Dec. 
18,965(M), 11 TCM 475. 


A RULE OF THUMB for distinguishing 
between capital-gain income and ordinary income in cases involvy- 
ing a patent is: What party has the right to sue for infringement 
of the patent? If the inventor has such a right, payments to him 
for use of the patent are ordinary income. In classifying income 
as capital-gain income, the courts usually look for these points 
in the agreement between the inventor and another party from 
whom the inventor receives remuneration: (1) the exclusive right 
to make, use and vend the invention throughout the United 
States; (2) an undivided share or part of that exclusive right; or 
(3) the exclusive right under the patent within and through a 
specific part of the United States. In other words, did the inven- 
tor bargain away these rights? The Gregg case, CCH Dec. 
18,962, 18 TC —, No. 35, involves an interesting set of facts. 
Some of these exclusive rights were present but conditional, and 
it was these conditions which caused the inventor’s income to 
be held to be taxable as ordinary income. 
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samples and supplies—was found by allocating to each asset its 
relative value to the whole at the time of acquisition.—Graves, 
CCH Dec. 18,964(M), 11 TCM 467. 


" 

TI HE EXECUTORS of the taxpayer’s estate 
sought to enjoin the Commissioner from summoning the tax- 
payer’s accountant to give testimony and to produce work papers 
and copies of tax returns of the decedent’s partnership. “Such a 
summons violates the Fourth Amendment!” “No, it doesn’t. 
This constitutional amendment might have applied to the tax- 
payer if he were alive, but it isn’t a defense available to the de- 


ceased taxpayer’s accountant.”—Schulman v. Dunlap, 52-1 USTC 
§ 9322 (DCN. Y.). 


Ir IS POSSIBLE for a taxpayer regularly 
engaged in the business of selling real estate owned by him to 
hold some of it for renting—while it is held as an investment, it 
is not held primarily for sale to customers in the ordinary course 
of business. When sold, such properties do not produce ordinary 
income.—Baer, CCH Dec. 18,994(M), 11 TCM 520. See, also, 
Prater, Inc., CCH Dec. 19,008(M), 11 TCM 538. 


A. RESTRICTIVE COVENANT running 
with the land is “property.” Its sale produces a capital gain.— 
Ray, CCH Dec. 19,001, 18 TC —, No. 52. 


Ir SEEMS ELEMENTARY that expendi- 
tures for improving property cannot be both capitalized and de- 


ducted in computing ordinary income.—Perkins, CCH Dec. 
19,006(M), 11 TCM 532. 


Bank SHARES which were issued to the 
taxpayer as additional compensation for remaining in his com- 
pany’s employ until the company’s debts were paid and which 
were given to him at the time the debts were finally discharged 
are not “back pay.” The taxpayer had agreed to accept certain 
fixed compensation, but nothing was said about his receiving an 
interest in the business and he would have had no right to demand 
it. The fair market value of the shares is all taxable in the year 
received.—Bavis, CCH Dec. 19,000, 18 TC —, No. 51. 
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Install New York Officials .. . 
Davis Made BIR Chief Counsel 


Washington Tax Talk 


The President 


Four tax measures were signed by the 
President May 21-23. Public Law 352 pro- 
vides for the exemption of unperforated 
microfilm. Public Law 353 imposes a tax 
on sawed-off shotguns and extends taxa- 
tion of machine guns and short-barrelled 
firearms to Alaska and Hawaii. Public Law 
355 provides a tax exemption for vodka, and 
Public Law 361 exempts from stamp taxa- 
tion the stock transfers made by insurance 


companies to secure performance of obliga- 


tions. 


Bureau Officials Explain 
Procedure Under Reorganization 


District Commissioner Clarence R. Krig- 
baum and other officials of the Bureau’s 
reorganized New York City district will be 
installed June 30 at the Custom House. 
Following the installation, Bureau officials 
will present a tax seminar at the Federal 
Reserve Bank of New York. Operations 
under Reorganization Plan No.1 will be 
explained. 


Taxpayers attending the tax forum con- 
ducted by the Bureau of Internal Revenue 
in Chicago on May 21 heard various officials 
discuss the operation of the Bureau under 
reorganization. 


Gordon M. Anderson, a staff member of 
the inspection service, described the or- 
ganization of the director’s offices and ex- 
plained how the reorganization is consolidating 
various activities under one office. He said 
that the authority of the director embraces 
all of the authority formerly held by the 
internal revenue agent in charge, the col- 
lector, the tax supervisor in the Alcohol 
and Tobacco Tax Division and the special 
agent in charge. He noted, however, that 
some portion of the alcohol and tobacco tax 
activities will be conducted directly out of 
the district commissioner’s office. 


Washington Tax Talk 


While describing the divisions of the di- 
rector’s office, Anderson said that the Col- 
lection Division embraces all of the activities 


of the former collector’s office, except audit 


activities and delinquent collections and 
returns which have been transferred to the 
Audit Division. 

In addition to the duties transferred from 
the former collector’s office, the Audit Divi- 
sion will cover all of the activities of the 
former internal revenue agent in charge 
with the exception of the conference sec- 
tion, Anderson said. 


The Intelligence Division will carry out 
all of the activities of the special agent 
in charge with little change in organiza- 
tion. Also, little change was foreseen in 
the function of the Alcohol and Tobacco 
Tax Division except that the investigator in 
charge will assign inspectors and supervise 
permissive activities in the director’s geo- 
graphic area. 


With the inclusion of a field office of the 
Appellate Division in the director’s office, 
Anderson said that “there will be available 
to the taxpayer, at the director’s office, all 
of the services which would be necessary, 
I believe, to handle any type of tax matter 
which may come up.” 


Edward I. McLarney, deputy commis- 
sioner of the Bureau’s Income Tax Division, 
spoke on audit and conference proce- 
dures in the director’s offices. He said that 
the Bureau favors the consolidation of the 
separate income tax reports now used by 
the deputy collectors and the revenue agents 
into one report. Another planned innovation 
is that of auditing all federal returns filed by 


‘a taxpayer at one time. This would be ac- 


complished by sending an expert on mis- 
cellaneous taxes with the internal revenue 
agent at the time the audit was to be made. 

In disagreement cases, McLarney said 
that an informal conference with a group 
chief at the director’s level would be ar- 
ranged when the taxpayer contacts the group 
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chief within ten days after receiving a 
form showing the plus and minus adjust- 
ments from the internal revenue agent. 
After the informal conference, if the tax- 
payer is in agreement with the determina- 
tion, the examining officer’s report will take 
the same course it takes under the old 
organization—the report goes to the Re- 
view Division, then is typed and a copy is 
sent to the taxpayer. 


When the informal conference ends in 
disagreement, the group chief or conferee 
prepares a conference memorandum con- 
taining the facts together with his recom- 
mendations and sends this to the Review 
Division. The determination of the review- 
ing officer is included in a 30-day letter, 
signed by the director, to which the tax- 
payer can agree or file a protest. A pro- 
test of the taxpayer to the 30-day letter, if 
timely, is transmitted to the Appellate Di- 
vision. 

Clifford W. Stowe, head of the Bureau’s 
Appellate Division, said that the basic char- 
acteristics of the appellate staff will not 
be changed by the reorganization, but that 
there will be some organizational changes. 
Instead of 12 field divisions, there will be 
an Appellate Division in each of the dis- 
tricts. Each division will be headed by an 
assistant district commissioner with the 


same final settlement power and authority 
as the present head of the appellate field 
district. The division head may delegate all 
of his federal authority to his assistant, or 
he may delegate his final settlement and 
authority to any special assistant or techni- 
cal advisor in charge, where the net de- 


ficiency, net overadjustment or basis of 
settlement involving overassessment does 


not exceed $10,000. 


Appeals decided by the appellate staff are 
final and may not be appealed to any other 
official in the Bureau, Stowe said. 


The merger of the conferees of the offices 
of the internal revenue agents in charge into 
the Appellate Division was described as the 
most important organizational change inso- 
far as appellate activities are concerned. 
Under this change, all conferences, after the 
filing of informal protest, will be held under 
the jurisdiction of the Appellate Division. 
Cases that are pending at the time of re- 
organization of a district will, insofar as 
practicable, be handled by the same con- 
ferees aS were considering the case in the 
agent’s conference section, the Bureau offi- 
cial advised. 


He explained that the effect of the reor- 
ganization on procedures that involve the 
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taxpayer will be negligible in that conter- 
ences will continue to be informal and 
settlements final. While the number of un- 
docketed cases handled by the Appellate 
Division will increase with the transfer of 
the conference procedure from the agents 
in charge, the Bureau’s belief was said to be 
that the closest supervision and approved 
guidance of the examining officers will re- 
sult from the increased number of group 
chiefs. 


Charles W. Davis Takes Oath 
as Chief Counsel for Bureau 


The new chief counsel of the Bureau of 
Internal Revenue, Charles W. Davis, took 
his oath of office May 16. He also carries 
the title of assistant general counsel of the 
Treasury Department, a position created by 
Reorganization Plan No. 1 of 1952. 


Harris & Ewing 


Davis’ experience with taxation problems 
extends over a period of 13 years. 

While a law student at the University of 
Illinois, he served as clerk of the Illinois 
State Senate Committee on Appropriations, 
1937 and 1939 sessions. Following his grad- 
uation from the University of Illinois Col- 
lege of Law in 1939, he was admitted to the 
bar and later in the year served on the staff 
of the Illinois Budgetary Commission. 


After two years of private practice in 
Champaign, Illinois, Davis became an at- 
torney with the Office of Taxation, Treasury 
Department, in 1941. He returned to this 
position in 1946 after three years of war- 
time duty with the Army Air Force, re- 
maining there until 1947. He was then 
appointed a member of the advisory staff 
of the House Ways and Means Committee, 
becoming Committee Clerk in 1949, the 
position he held at the time of his present 
appointment. 
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6¢~ DON’T believe in princerple, 
But, O, I du in interest.” * 


When the Commissioner argues about the 
principle of an issue, he too may have the 
interest in mind. 


At various times between 1895 and 1904, 
the Old Colony Railroad Company issued 
bonds which subscribers purchased at prices 
in excess of par. In the taxable year 1921, 
the corporation deducted on its tax return 
the interest it paid on these bonds. “Let’s 
be analytical,” proposed the Commissioner. 


“That premium is in the nature of capital. 


loaned which must be returned to the lender 
during the life of the bonds.” “During that 
life,’ said the corporation, “we don’t give 
the lender anything but interest.” “Let’s 
look at it this way,” spoke the Commis- 
sioner. “When a purchaser decides the 
price he is willing to pay for bonds, he 
considers the current rate of interest for 
money, and if the bond bears a stipulated 
rate in excess of the ruling rate, he will 
pay a premium. He does this although he 
knows that at maturity he can only receive 
the par of the bonds. He considers that he 
will be repaid the premium by the excess 
of the agreed rate of interest over the rate 
he is content to receive. Hence, the nomi- 
nal interest paid on your indebtedness,” 
continued the Commissioner smoothly, “must 
be adjusted to the ‘effective rate’ of interest.” 


On February 15, 1932, Mr. Justice Roberts 
delivered the opinion of the Supreme Court :? 


“In other words, the contention is that 
by the use of the quoted phrase the statute 
did not intend to allow the deduction of 
the amount agreed to be paid, which the 
contract denominates ‘interest’, but of a 
different sum to be ascertained by a calcu- 
lation which will allocate the payment be- 
tween a partial and ratable return of the 
premium and ‘effective’ interest on the par 
of the security. 


1James Russell Lowell, The Biglow Papers 
(Cambridge, George Nichols, 1848), p. 79. 


Tax Classics 


LV 


Old Colony Railroad 
Company v. Commissioner 


The Term “‘Interest’’ Does Not Refer 
to ‘‘Some Esoteric Concept” 


Tax Classics e e by Robert S. Holzman 


“Ts this the reasonable construction of 
the language of the act,—‘all interest 
on its indebtedness’? . 


“Applying the accepted tests to the lan- 
guage of the statute, we are of opinion that 
the construction contended for by the Com- 
missioner is inadmissible. In common parlance 
the bonded indebtedness of a corporation 
imports the total face of its outstanding 
bonds,—the amount which must be paid at 
their maturity. The phrase is not generally 
used to connote par plus an unreturned 
proportion of premium. 


“And as respects ‘interest’, the usual im- 
port of the term is the amount which one 
has contracted to pay for the use of bor- 
rowed money. He who pays and he who 
receives payment of the stipulated amount 
conceives that the whole is interest. In the 
ordinary affairs of life no one stops for 
refined analysis of the nature of a premium, 
or considers that the periodic payment uni- 
versally called ‘interest’ is in part something 
wholly distinct—that is, a return of bor- 
rowed capital. It has remained for the 
theory of accounting to point out this re- 
finement. We cannot believe that Congress 
used the word having in mind any concept 
other than the usual, ordinary and everyday 
meaning of the term, or that it was ac- 
quainted with the accountants’ phrase 
‘effective rate’ of interest and intended that 
as the measure of the permitted deduction. 


“In the present case, as with corporate 
obligations generally, the bond has a par 
value and each coupon stipulates that on a 
date therein mentioned the company will 
pay a named sum as interest on the bond. 
Until the present contention was put for- 


‘ward no one supposed that the taxpayer 


was entitled to deduct the entire amount 
specified in the coupon and actually paid 
during the taxable year as interest. The 
person who receives this sum certainly 
considers it interest and so, apparently does 


2Old Colony Railroad Company v. Commis- 
sioner, 3 ustc { 880, 284 U. S. 552 (1932). 
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the Government, which requires him to 
return it all as such and does not permit 
him, if he or his predecessor holder paid 
more than par for the bond, to treat part 
of the sum received as a return of capital 
loaned and the remainder as interest received. 


“In short, we think that in the common 
understanding ‘interest? means what is usu- 
ally called interest by those who pay and 
those who receive the amount so denomi- 
nated in bond and coupon, and that the 
words of the statute permit the deduction 
of that sum, and do not refer to some eso- 
teric concept derived from subtle and theo- 
retic analysis.” 


“We HEAR the Supreme Court calling 
this notion of effective or true inter- 
est an ‘esoteric concept derived from subtle 
and theoretic analysis.’ Shades of legal 
fictions and hairline distinctions! (Would 
the Court disregard the theory of strains 
and stresses, say, in a suit for damages 
arising out of defective structural members, 
and instead decide the case according to 
whether or not the members looked strong 
enough to an ‘ordinary and everyday’ man 
in the street?)”* “In holding that the in- 
terest payments should be allowed as a 
deduction without any diminution on ac- 
count of the premium, the Court rested 
largely on its interpretation of the term 
‘interest’ as used in the statutes. . . . The 
point that the amount borrowed really in- 
cluded the premium, and that the so-called 
interest payments were in truth partially a 
repayment of the amount borrowed, was 
raised before the Court. But because 
of the constitutional barrier the Court pre- 
ferred the fiction of nominal instead of 
effective interest.” * 


All payments arising from borrowing are 
not interest. To stimulate younger execu- 
tives, an officer supplied them with shares 
in their company, which he borrowed for 
the purpose. He repaid these shares with 
stock that. he borrowed from another or- 
ganization, to which he agreed to pay the 
equivalent of all dividends declared as well 
as tax reimbursement. These payments he 
could not deduct as interest, Mr. Justice 
Douglas declaring: “Clearly . . . [he] 
owed an obligation to the [lender 
of the shares]. But although an indebted- 
ness is an obligation, an obligation is not 


3 Ralph W. Snyder, ‘‘The Courts and the 
Theory of Interest,’’ The Journal of Account- 
ancy, April, 1940, p. 270. 

4George T. Altman, Introduction to Federal 
Taxation (Chicago, Commerce Clearing House, 
Inc., 1936), p. 52. 


necessarily an ‘indebtedness’ within the 
meaning of Section 23 (b). Nor are all 
carrying charges ‘interest’. In the 
business world ‘interest indebtedness’ means 
compensation for the use or forebearance 
of money. In absence of clear evidence to 
the contrary, we assume that Congress has 
used these words in that sense.” ° 


There must be proof that something was 
owed. A singer borrowed sizeable sums 
from her companion and maid, but no in- 
terest deduction was recognized. “The 
Supreme Court has held that the usual 
import of the term interest ‘is the amount 
which one has contracted to pay for the 
use of borrowed money.’ Old Colony Rail. 
road Co. v. Commissioner The fact 
that . . . [the singer] and her witness 
both testified to the payment of interest, 
avails . . . [her]. nothing due to the lack 
of proof that there was ever any contractual 
duty on the part of [the singer] to 
pay interest on the money alleged to have 
been borrowed. The record fails to estab- 
lish any such contract. Nor was any ma- 
turity date for debt established.” * 


_ equivalent to interest may not be 
tantamount to interest as a deduction. 
An individual was not able to pay for all 
the materials that were used in his new 
house, and the contractor agreed to pay 
for them in the first instance, charging the 
individual a percentage handling charge on 
each invoice. These “were ad valorem addi- 
tions to cost computed without reference 
to lapse of time. . The term interest is 
commonly understood to mean the price 
per unit of time that is paid by a borrower 
for the use of money or the forebearance 
of demanding payment of a debt. ; 
The construction which . [the house- 
holder] has placed upon the handling 
charges in question was not in accordance 
with . . . [the contractor’s] understanding 
of their nature. He did not understand 
that these customary ‘handling charges’, 
well understood in his business, were ‘interest’, 
as that term is commonly understood.” * 


A small-loans company exacted from its 
borrowers a blanket charge for “expenses,” 
which were fixed at 2 per cent a month on 
the unpaid balances and ran along during 
the whole life of the loan. The Commis- 
sioner was able to designate these charges 


5 Deputy v. du Pont, 40-1 ustc J 9161, 308 U. S. 
488 (1940). 

® Hempel, CCH Dec. 15,888(M), 6 TCM 743 
(1947). 

7 Erwin, CCH Dec. 14,509(M), 4 TCM 398 
(1945). 
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as additional interest, which put the corpo- 
ration in the personal holding company 
classification. “The gross income of the 
taxpayer consisted entirely of payments by 
borrowers. . . . In large part these charges 
are for services the lender renders, not to 
the borrower, but to himself, in deciding 
whether to make the loan, and in safe- 
guarding the loan after it is made. . 
[The] taxpayer has failed to sustain the 
burden of proving that over 20 per cent 
of its gross income was derived from sources 
other than interest.”* But another small- 
loans organization was not classified as a 
personal holding company where “initial 
charges” were found to be readily distin- 
guishable from interest. “In making loans 
and keeping its books, the taxpayer has had 
the practice of separating what it regards 
as the interest charges from charges for 
services to borrowers in investigating, iden- 
tifying, inspecting and appraising the credit 
and security of the borrower. [“‘Ini- 
tial charges”] are paid in advance, and do 
not depend upon the duration of the loan. 
29 


A banking syndicate purchased tax-ex- 


empt municipal bonds, some of the coupons - 


of which were sold before the due date at 
a discount. The sales proceeds were not 
equivalent to the receipt of tax-free interest. 
“The usual import of the term ‘interest’ is 
‘the amount which one has contracted to 
pay for the use of borrowed money’. Old 
Colony Railroad Co. v. Commissioner... . 
It can hardly be said that the . . . [sales 
revenue] in question was received by the 
syndicate for the use of money it had loaned. 
.. . [It] was dealing in property .... 
We do not think the [revenue] in 
question under the facts narrated 

was interest.” * 


A corporation assigned subscribers’ con- 
tracts to a finance company, receiving the 
face amount less a discount factor. For 
excess profits tax purposes, invested capital 
had to be reduced by the statutory adjust- 
ment for interest on borrowed capital. “The 
fact that the amount charged off as ‘interest 
expense’ was not denominated interest in 
the agreement or assignments is immaterial 
if it was in fact an ‘amount which one has 
contracted to pay for the use of borrowed 
money’ (Old Colony Railroad Co. v. Com- 








missioner . . .) [The corporation] 
did not treat these amoynts on its books 
as a cost or expense incurred in connection 
with the sale of a negotiable instrument or 
other chattel. It included them in its regu- 
lar interest account, and we think properly 
so, because the record indicates they were 
amounts which it contracted to pay for the 
use of borrowed money.”™ A corporation 
leased its building. The tenant thereafter 
lent money to its corporate landlord which 
paid the tenant a cash bonus in considera- 
tion of her having made the loan. “In our 
opinion the amount in question constituted 
interest paid on an indebtedness of the . . 
[corporation], and is deductible. . . . The 
evidence shows . . . that the $350 was paid 
as compensation for the use of borrowed 
money, although denominated as rent dis- 
count. It falls within the ordinary 
and accepted sense that that term is used 
in the revenue acts. Old Colony Railroad 
Co. v. Commissioner... .”” 


NSURANCE conversion sometimes in- 

volves an interest adjustment. An indi- 
vidual, in exercising his option to convert 
from lower to higher premiums on life 
insurance, was obliged to surrender his 
original policies and to pay the difference 
between the premiums already paid and 
those payable at the higher rate on his new 
policies, together with a sum termed com- 
pound interest on the difference, computed 
from the due date of each premium to the 
date of exchange. “That sum is the price 
which he was obliged to pay for the new 
policies. Thus, though denominated as in- 
terest, the sum so computed was not interest 
on an indebtedness in fact. It was but a 
convenient means of computing the purchase 
price of the new policies. . . . [He] did 
not borrow this sum from the insurance 
companies nor did the insurance companies 
have a right to demand its payment until 
they entered into a contract calling for the 
exchange of the policies.’ In a similar 
conversion case, the court declared: “The 
fact that the formula under which this addi- 
tional cost of a new policy was computed 
included a hypothetical figure denominated 
and computed as interest cannot and does 
not supply . the absent premises upon 
which the statutory definition of ‘interest 





8 Noteman v. Welch, 40-1 ustc { 9132, 108 F. 
(2d) 206 (CCA-1). 

® Workingmen’s Loan Association v. U. S8., 
44-1 ustc J 9291, 142 F. (2d) 359 (CCA-1). The 
same judge (Magruder) read the decision as 
in the previous case. 

1” Lloyd, CCH Dec. 14,413, 4 TC 829 (1945), 
aff'd 46-1 ustc 9201, 154 F. (2d) 643 (CCA-3). 
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11 Central Station Signals, Inc., CCH Dec. 
16,423, 10 TC 1015 (1948), aff’d 49-1 ustc { 5936, 
174 F. (2d) 479 (CA-2). 

122 Court Holding Company, CCH Dec. 13,412, 
ca (1943), aff’d 45-1 ustc 9215, 324 


18 Fleischer, CCH Dec. 13,163(M), 1 TCM 1005 
(1943). 
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on indebtedness’ must rest. 


Old Colony 
R. R. Co. v. Commissioner . . 


714 


An insurance company offered policy- 
holders, upon maturity, various optional 
forms of settlement. One involved the leav- 
ing of funds on deposit with the company, 
at 3 per cent interest, which amount could 
be increased for any particular year if the 
directors so voted. The excess was not 
deductible, although it was a cost of ob- 
taining the use of money. Mr. Justice 
Douglas declared: “The ‘usual import’ of 
the word interest is ‘the amount which one 
has contracted to pay for the use of bor- 
rowed money.’ Old Colony R. Co. v. Com- 
missioner . . . . Wecannot say as a matter 
of law that the excess interest dividends 
fall within that category. They appear to 
be amounts which may be declared or with- 
held at the pleasure of the board of directors. 
; [Payments] made wholly at the dis- 
cretion of the company have a degree of 
contingency which the notion of ‘interest’ 
ordinarily lacks.” * 


Another life insurance company offered 
to pay sums due under its policies in in- 
stallments, with interest. In allowing the 
interest deduction, the court deemed it im- 
material whether the election had been 
made by the beneficiary before or after the 
death of the insured. Interest “refers to the 
compensation payable to the creditor for the 
failure of the debtor to pay what he owes 
when due, and it refers to the ‘amount 
which one has contracted to pay for the 
use of borrowed money’ during the time 
agreed upon for the loan to run. Old Colony 
R. Co. v. Commissioner Money 
owing constitutes indebtedness and the hire 
paid for it is commonly called interest 
during the time agreed upon for the loan 
to run as well as after the time has passed. 
In the former situation interest is compen- 
sation for the use of money; in the latter 
it is compensation for the detention of it. 
But in both situations it is interest on 
indebtedness.” * 


Some payments have the effect of annui- 
ties. In return for property, a corporation 
agreed to pay to the individual transferors 
a specified sum annually during their lives. 
In each year the corporation claimed the 
right to deduct as interest 3 per cent of 





14 Johnson, CCH Dec. 13,267(M), 2 TCM 233 
(1943). 

13 Equitable Life Assurance Society v. Com- 
missioner, 44-1 ustc {§ 9258, 321 U. S. 560 (1944). 

16 New England Mutual Life Insurance Com- 
pany v. Welch, 46-1 ustc { 9148, 153 F. (2d) 260 
(CCA-1). 
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what it would have cost to purchase annui- 
ties. “Clearly, no part of the annuities paid 
by the taxpayer was interest in the 
ordinary acceptation of that term. It was 
not paid on indebtedness. It was part of 
the consideration paid for the property con- 
veyed. That portion of the annuity payment, 
equal to 3 per centum of the aggregate 
premiums paid, which must be included in 
the gross income of an annuitant, is not 
interest in the ordinary sense of that term, 
but a return on capital in the nature of 
interest.” ” 


HERE A WIDOW, in lieu of dower, 
agreed to accept from the residuary 
legatees a specified sum annually for life, 
the payments to her were deemed to be 
capital, not interest expense. “The widow 
surrendered the lien in exchange for 
[the residuary legatees’] personal obligation. 
The consideration to them was the release 
of the lien. The consideration to her, their 
obligation to pay the same sum notwith- 
standing the waiver and discharge. There- 
fore, to call any part of the payments made 
by them ‘interest’ would be pure fiction. 
The kind of interest which the law 
permits to be deducted in ascertaining net 
income is, as the Supreme Court has said, 
that which is usually called interest by 
those who pay and those who receive the 
amount so denominated in bond and cou- 
pon, and it does not refer to some esoteric 
concept derived from subtle and theoretic 
analysis. Old Colony R. Company v. Com- 
missioner , To denominate as interest 
or loss any part of the annual payments 
involved here, would require more than 
subtle and theoretic analysis.” * 

In a corporate reorganization where 
stock is replaced with bonds, interest de- 
duction on the latter depends upon the 
reality of the recapitalization. “It is imma- 
terial that the [corporation] was 
not interested in borrowing money at the 
time it issued the debentures. [It] 
should be noted that the taxing statutes 
permit a corporation to deduct from its 
gross income ‘all’ interest which it pays 
during the taxable year on its indebtedness. 

Old Colony R. Co. v. Commissioner 
... .”™ But where the new “bonds” had 
no default provisions, maturity date or pri- 





uF, A. Gillespie d Sons Company v. Com- 
missioner, 46-1 ustc { 9207, 154 F. (2d) 913 
(CCA-10). 

18 Corbett Investment Company v. Helvering, 
35-1 ustc { 9047, 75 F. (2d) 525 (CA of D. C.). 

19 Cleveland Adolph Mayer Realty Corpora- 
tion, CCH Dec. 15,079, 6 TC 730 (1946), aff'd, 


on this issue, 47-1 ustc § 9219, 160 F. (2d) 1012 
(CCA-6). 


July, 1952 e¢ TAX ES—The Tax Magazine 








sioner 
” had 
r pri- 





Com- 
1) 913 


vering, 


C.). 
yr pora- 


pazine 





ority, no deduction was recognized. “In- 
terest has been defined by the Supreme 
Court as ‘the amount which one has con- 
tracted to pay for the use of money.’ Old 
Colony Railroad Co. v. Commissioner . . 
The amounts paid by the [corpora- 
tion] in the years in question partook more 
of the nature of dividends than of interest 
and were not deductible.” * 


If the recapitalization involves exchange 
of new bonds for stock, but the bonds are 
dated earlier than the time of the exchange, 
interest may still be recognized. “There is 
no occasion for placing a strained construc- 
tion upon the statute, or for subjecting this 
simple agreement to an accountant’s inter- 
pretation.” * The “Supreme Court .. . in 
the case of Old Colony Railroad Co. v. Com- 
niissioner stated its belief that when 
Congress used the word ‘interest’ it did not 
have in mind any concept other than the 
usual, ordinary, and everyday meaning of 
the term, and made it clear that ‘the usual 
import of the term is the amount which 
one has contracted to pay for the use of 
borrowed money.’ The fact that the 
notes embodied a promise to pay interest 
from .. . [a date prior to the exchange] 
is not controlling ... .”” 

Parent-subsidiary relationships are always 
regarded suspiciously. A subsidiary corpo- 
ration, S, accrued interest on its bonds 
owned by the parent company, P, including 
past interest that had been added to prin- 
cipal. The Commissioner could not disallow 
S this deduction. “The fact that there has 
been some compounding of interest does not 
mean that the deductions here claimed are 
not interest in the sense that they constitute 
compensation for the use of money. : 
[S] had the use of the parent company’s 
money and recognized and accrued on its 
books its liability therefor at a rate required 
both by its records and by the law of Texas. 
We find nothing in Old Colony Railroad Co. 
v. Commissioner to indicate that the 
. . . [subsidiary] was not accruing interest 
within the meaning of the statute.” * 


HERE is no requirement that the in- 
terest be reasonable. A wife lent her 
husband money at 5 per cent. Thereafter 
this arrangement was modified to give her 
a right to 25 per cent of the profits of his 
~ 2 Brown-Rogers-Dixson Company v. Commis- 
sioner, 41-2 ustc { 9657, 122 F. (2d) 347 (CCA-4). 
21 Commissioner v. Columbia River Paper 
Mills, 42-1 ustc { 9388, 126 F. (2d) 1009 (CCA-9). 
22 Commissioner v. Drovers Journal Publish- 


ing Company, 43-1 ustc { 9411, 135 F. (2d) 276 
(CCA-7). 


23 Panhandle Refining Company, CCH Dec. 
12,159, 45 BTA 651 (1941). 
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business instead. “The word must be given 
the ‘usual, ordinary and everyday meaning 
of the term.’ Old Colony R. Co. v. Commis- 


sioner... . Throughout the ages lenders 
have exacted all they could from borrowers 
for the use of money. How much has been 
exacted has depended upon the desperation 
of the borrower and the exigency of the 
moment. There is no requirement in Sec- 
tion 23 (b) that deductible interest he 
ordinary and necessary or even that it be 
reasonable.” ™ 


An agent fraudulently sold his principal’s 
land and became liable under a California 
statute for the money and interest. The 
original lawful owner “contends that be- 
cause the obligation of the agents to the 
principal for the money payment is created 
by statute and not by contract, it is not 
the kind of obligation upon which the statu- 
tory interest is taxable under the Federal 
Code. Congress did not use the term 
‘interest’ in the revenue acts with reference 
to ‘some esoteric concept derived from subtle 
and theoretic analysis’,” * and it was taxed. 

Some interest arrangements are very 
complicated. O corporation owned realty 
‘on which there was a mortgage. The sole 
stockholder created a new company, N, the 
stock of which was acquired by trusts 
formed by his wife and son. N then bought 
the mortgage with funds borrowed from 
O’s sole stockholder and a bank. Next the 
trusts bought the mortgage from N, paying 
with a note. Interest on the mortgage was 
paid to the trusts, which transferred the 
sums paid to N, which used these funds 
to pay off its loans. O corporation could 
not deduct its mortgage interest. “The 
Supreme Court has held that the usual im- 
port of the term interest ‘is the amount 
which one has contracted to pay for the 
use of money.’ Old Colony Railroad Co. v. 
Commissioner . [O corporation] has 
not shown to our satisfaction that these 
payments by it were in truth and substance 
compensation for the use of money.”™ Thus, 
a complex, abstruse form of interest is to 
be avoided lest it suggest to a court that 
interdicted “esoteric concept.” For tax 
purposes at least, it is safer to rely upon 
what a finance-conscious British Prime 
Minister referred to as “the sweet sim- 
plicity of the three per cents.”™ 

% Dorzback v. Collison, 52-1 ustc { 9263, 195 
F. (2d) 69 (CA-3). 

2% Commissioner v. Raphael, 43-1 ustc {| 9272, 
133 F. (2d) 442 (CCA-9). 

2s Louis Adler Realty Company, Inc., CCH 
Dec. 15,086, 6 TC 778 (1946). 


27 Benjamin Disraeli, Endymion (New York, 
D. Appleton and Company, 1880), p. 447. 
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Books ... 


Accounting for Real Dollars 


MAPI Accounting Manual. Machinery and 
Allied Products Institute, 120 South LaSalle 
Street, Chicago 3, Illinois. 1952. 1,210 pages. 
$15. 

At the time of its last revision in 1944, 
the MAPI Accounting Manual (the initials 
stand for Machinery and Allied Products 
Institute) was a modern statement of 
accounting principles and practices for use 
in the capital goods industries. Since 1944, 
new demands have been made of accounting 
by the progressive development of corporate 
operations and governmental regulations, 
and new opportunities have appeared for 
the utilization of accounting as a useful tool 
of management. Thus, the need became evi- 
dent for a new manual to set forth present- 
day accounting concepts, conventions and 
practices as they apply to the capital goods 
industries, and to explain the widening uses. 
of accounting to corporate management. 


There are ten sections to this book ex- 
plaining accounting as a corporate manage- 
ment tool in terms that are generally 
comprehensible to general management offi- 
cials. It is a blending of new individual 
ideas, theories and practices into a common 
denominator which can be used as a yard- 
stick by all. The first section deals with the 
classification and description of accounts, 
classifying the accounts under a system of 
numbers that is somewhat comparable to a 
library index system. In eight of the remain- 
ing sections a closer view of the items 
making up this accounting classification is 
given. A look is taken at financial -state- 
ments and reports; property, plant and 
equipment; manufacturing cost; sales engi- 
neering and administrative expenses; pen- 
sions; internal control and auditing; and 
cost estimating and its uses. 


In the last section, there is a discussion 
of the problems caused by the inflation in 
the value of the dollar. MAPI recommends 
that accountants and management face this 
problem because it brings about an over- 
statement of profits. Between 1946 and 
1950, corporate profits were reported at $92 
billion; if computed on a noninflationary 


. . Articles 


dollar basis, profits of this period would 
have been $65 billion. 

Federal taxes on these profits would have 
been nearly $11 billion less had the tax 
policy of the United States Government 
allowed replacement costing for income tax 
purposes. Corporations have paid almost as 
much in income taxes for these five postwar 
years as they have salvaged in real profits 
($64 billion against $65 billion). Thus the 
rate on taxable reported income of $156 
billion has been 50 per cent of the true tax- 
able income of $128 billion. 


The Machinery and Allied Products In- 
stitute is a federation of trade associations. 
It was established in 1933 for research in 
the economics of capital goods and the 
furtherance of technological and economic 
progress. This manual is one of the interest- 
ing and useful books published by MAPI, 
which also publishes bulletins, economic 
briefs, pamphlets, etc., for its member com- 
panies—all on subjects of current interest 
to the businessman and his advisor. 


Learn to Recognize It in Any Form 


Essays on Liberty. The Foundation for 
Economic Education, Inc., Irvington-on- 
Hudson, New York. 1952. 310 pages. Cloth 
bound, $2.50; paper bound, $1.50. 

Over the past six years the Foundation 
for Economic Education has issued in pamph- 
let form the 37 selécted essays which make 
up this book. The titles of some of them are 
“A Lesson in Socialism,” “No Vacancies,” 
“Athletes, Taxes, Inflation,” “The Bill of 
Rights,” “The Communist Idea,” ‘Wards 
of the Government,” “Rights for Robots,” 
“Show Me Any Other Country . . .,” “Pri- 
vate Enterprise Regained” and “Inflation.” 


It is a valuable collection for all persons 
who are interested in understanding and 
preserving liberty. 


ARTICLES 


1951 Statute . . . A member of the 
Pennsylvania bar believes that the great 
(Continued on page 534) 
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Canadian Tex Letter 


Proposed Income Tax Amendments 
Numerous amendments to the Income 
Tax Act have been proposed. 


Bill 205, which contains amendments to 
the Income Tax Act, has received its first 
reading in the House of Commons. Some of 
the more important provisions therein are: 


(1) A deduction of an amount paid by an 
employer into a superannuation or pension 
fund in a lump sum in the year of retirement 
of an employee sufficient to provide for the 
whole pension of an employee in lieu of 
annual contributions during the period of 
employment is allowed. A deduction for 
employees for special payments to a pension 
fund required to increase the benefits pay- 
able from the fund is also permitted. 


(2) Trade-union dues paid under the 
“check-off” system are deductible from in- 
come. 

(3) Income of a taxpayer is deemed to 
be not less than his income from all sources 
other than farming, minus the present de- 
duction permitted “gentlemen farmers.” 


(4) Where there is inadequate considera- 
tion in transactions between a taxpayer 
carrying on business in Canada and a non- 
resident person with whom he is not dealing 
at arms length, and where property is 
appropriated by a corporation to share- 
holders, a “reasonable amount” shall be 
deemed to have been paid. 


(5) The maximum amounts that may be 
deducted in respect to medical expenses are 
increased to $2,000 and $1,500 for persons 
who formerly were entitled to a maximum 
deduction of $1,000 and $750, respectively. 
An increase from $250 to $500 in the case 
of dependents is provided for. The maxi- 
mum for a husband and wife or a person 
in respect to his dependents is $2,000. 

(6) The personal income tax rates are 
amended by the incorporation of the defense 
surtax into the normal-tax structure. 


(7) Corporate tax rates are increased 
from 15 per cent to 20 per cent on the first 
$10,000 of taxable income and from 38 per 
cent to 50 per cent on taxable income in 
excess of $10,000. The new rates would 


Canadian Tax Letter 


apply to income earned on and after Jan- 
uary 1, 1952. 


(8) The tax credit allowed in respect to 
foreign income where it is received from 
more than one country is clarified. 


(9) Corporations are given the right to 
spread over a five-year period the amounts 
brought into income through recapture of 
excess capital-cost allowances. 


(10) The provision dealing with the tax 
payable by members of the armed forces is 
repealed, and the provision substituted there- 
for provides that tax payable by them will 
be determined by regulation. This amend- 
ment is proposed to enable the tax system 
for the taxpayers in question to be adapted 


to changing circumstances. 


(11) The definition of a “foreign business 
corporation” has been clarified. 


(12) The tax exemption granted a metalli- 
ferous or industrial mineral mine during the 
first three years of production has been 
extended to cover mines coming into opera- 
tion during 1955. Bedded deposits, except 
sylvite, are excluded from this provision. 


The bill will not become law until it has 
received three readings in both the House 
of Commons and the Senate. 


Arbitrary Assessment 
The taxpayer must prove that an assess- 
ment made by the Minister is arbitrary. 


The taxpayer was assessed arbitrarily by 
the Minister. Evidence given by witnesses 
for the taxpayer in an endeavor to show that 
the Minister erred in the assessment was 
inconclusive. The witness for the Minister, 
on the other hand, gave a precise and de- 
tailed account of his findings from the 
examination of the taxpayer’s accounts and 


_ business dealings in support of the assess- 


ment. 


The Board held that the onus is on the 
taxpayer to show that the Minister erred 
in the assessment, and the taxpayer failed 
to discharge this onus.—Forbes v. Minister 
of National Revenue, CCH CaNnapIAN Tax 
Reports { 86-603. 
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Acq. and Non-acq. 


Tax Amortization 
Sir: 

Reference is made to the item entitled 
“The Arithmetic of Tax Amortization” ap- 
pearing in the June Taxes at page 493. 

The item includes a computation made 
by S. Sterling McMillan, in which he at- 
tempts to show the effect of Section 124A 
on earnings available to stockholders. 


The computation appears to be somewhat 
misleading, as Mr. McMillan has given 
effect to Section 124A on the fiscal books of 
the corporation. As Section 124A is a 
statutory relief measure, the average cor- 
poration would not adjust its fiscal books 
for accelerated depreciation other than for 
the accrual of the federal income and excess 
profits taxes. The books, therefore, would 
disclose a net income before taxes of 
$300,000 less income tax of $120,000, which 
would leave $180,000 available to stock- 
holders instead of the $80,000 shown by the 
computation. 

J. L. Grimes 
KANSAS City, MissourI 


Tax Separation 
of Corporation and Stockholders 
Sir: 

The notion that a corporation always ex- 
ists as a taxpaying entity separate from its 
shareholders has probably its clearest applica- 
tion in the treatment of the earnings-and- 
profits surplus of a reorganized corporation. 
The rule of the Sansome case, broadly 
stated, is that if the old corporation had 
such a surplus, regardless of the capital 
structure of the new corporation, any dis- 
tribution to the shareholders from what 
would have been earnings or profits in the 
absence of the reorganization, will be taxed 
as a dividend. Only in this way can there 
be collected both the corporate and the per- 
sonal income tax which would have been 
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collected on the same:money in the absence 
of a reorganization. 

This separate-entity analysis, however, is 
not applicable in all instances. The Phipps 
line of cases holds that if, upon reorganiza- 
tion or merger, the absorbed corporation 
had had a deficit, that deficit cannot be used 
to offset future earnings of the new cor- 
poration. The rule is contra, however, if the 
deficit corporation survives. The Phipps 
rule rests in reason solely on a tax-avoid- 
ance argument and, in this sense, excuses 
itself from complying with the notion of the 
corporate taxpayer as an entity always dis- 
tinct from the shareholder taxpayers. 

The recent case of F. R. Humpage has no 
such excuse. Briefly, the facts are that 
Fisher Company was guarantor on the 
bonds of Montauk Company. The latter de- 
faulted and the liability now became Fisher's. 
Prior to this time Fisher had a surplus, but 
the bond indebtedness now due was more 
than that surplus and a Section 77B reor- 
ganization ensued in 1935. This was not, in 
form, a tax-free reorganization, as in the 
Sansome case, but, in fact, there was no tax 
liability. Under the plan adopted, the bond 
creditors were given all the common stock 
of Fisher Company. In 1940 a distribution 
was made to these shareholders. The Tax 
Court held that the Sansome doctrine was 
applicable only to a statutory tax-free re- 
organization and not to bankruptcy pro- 
ceedings where creditors oust shareholders 
to enforce their rights of full priority. The 
court said: “Earnings were distributed to 
the creditors when they acquired beneficial 
ownership of the assets and they were no 
longer earnings in the hands of Fisher 
Company. It follows that they could not 
have been available to the successor for the 
payment of dividends .... When on their 
behalf the assets were transferred to the 
successor corporation, such transfer was in 
effect a purchase of stock of the successor 

(Continued on page 559) 
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Zazine 


Tax=-Wise 


Meetings of Tax Men 


New England State Tax Officials Associa- 
tion—The Mount Washington Hotel at 
Bretton Woods, New Hampshire, will be 
the site of the fortieth annual conference 
of the New England State Tax Officials As- 
sociation September 30 through October 2. 


Tax Executives Institute, Inc., Detroit 
Chapter—Mark I. Sammon was elected 
president of the Detroit chapter of the 
Tax Executives Institute, Inc., at the an- 
nual meeting held June 10. Sammon, gen- 


eral accountant at the Murray Corporation. 


of America, succeeds Herbert E. Blachford. 
Other officers elected were Lucien Lamour- 
eaux, executive vice president; Norman G. 
Currin, vice president; Charles H. Dengler, 
secretary; and Staley C. Sharer, treasurer. 
Herbert C. Henderson and Wilfrid N. 
Leach were named chapter directors. 


Twenty-five Years Ago 


The July, 1927 issue of Taxes quoted 
the latest available figures on government 
expenditures. It was found that in 1925 the 
total cost of federal, state and local govern- 
ment amounted to $11,124,000,000. After 
taking into consideration the difference in 
the purchasing power of the dollar, this 
amount was calculated to be a decrease of 
4% per cent from the same costs for the 
previous year. 


Our Military, Globalistic Budget 


Our cover this month graphs the esti- 
mated expenditures under the President’s 
requested budget of $85.4 billion for fiscal 
1953 and compares them with the two pre- 
ceding years. 


The military services and our interna- 
tional obligations are scheduled to gobble 
up $62 billion of the proposed budget. 
Interest on the national debt and payments 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


to veterans would take another $10.5 billion, 
leaving $12.9 billion to run the country. 


Our May, 1952 cover illustrated total fed- 
eral tax collections of $56 billion for 
calendar 1951, the latest 12-month period 
for which figures are available. It becomes 
evident that the President proposes to 
spend in fiscal 1953 nearly $30 billion more 
than was collected in the 12-month period 
ending only a half year before. 


Advocates of economy in federal spend- 
ing are raising anew the question: “Where 
can we cut?” 


A recent three-volume compendium of 
The Tax Foundation attempts to answer 
that question. Containing a total of 589 
mimeographed pages, the compendium draws 
together, from numerous sources, the an- 
swers of various individuals, including 
Congressmen, to this important question. 
Statements of waste and proposed savings 
are arranged in five major categories: (1) 
by organization unit, (2) by function, (3) 
by object, (4) by activity and (5) by ad- 
ministrative practices. 

The quoted material brings together into 
one place a tremendous evidence of wast- 
age, graft and sheer inefficiency. The com- 
pendium devotes 87 pages alone to reports 
of overspending and waste in the military 
services. Included are reports of such 
things as golf courses and riding stables 
maintained at various army camps, over- 
purchasing of supplies ranging from paint 
to insecticides, varying prices paid by the 
different services for the same materials, 
premium wage payments to civilian workers, 
overstaffing at military installations, etc. 

The evidences of waste as cataloged for 


the military are continued for all other 
branches of the federal government. 


The magnitude of the evidence helps to 
explain why Congress, suspecting a great 
differential between the actual need and the 

(Continued on page 592) 
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State Tax Calendar 


Since taxes in relation to business are 
growing in complexity, more space is being 
devoted to the presentation of articles ex- 
planatory of this ever-changing picture. 
Therefore, the State Tax Calendar will 
include the report and payment due dates 
for only the important taxes—franchise, 
income and property. If the states in which 
you have interests are not listed, there are 
no franchise, income or property tax reports 
or payments due therein for the month 
covered. 


ARKANSAS: August 10—Franchise tax 
due. 


CALIFORNIA: August 15—Personal] in- 
come tax second installment due. Au- 
gust 31—Unsecured personal property 
tax delinquent (5 p. m.). 


CONNECTICUT: August 15—Annual re- 
ports and fee from foreign and domestic 
corporations due (to be filed with Sec- 
retary of State). 


IDAHO: August 11—Property reports 
from sleeping car companies due. 


IOWA: August 1—Corporation reports due 
(last day). 


LOUISIANA: August 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


City Tax Calendar . 


August 15—4rizona: Phoenix business privi- 
lege tax reports and payment due. Colorado: 
Denver sales tax reports and payment due. 
Michigan: Detroit property tax semiannual 
installment due. Pennsylvania: Erie em- 
ployer withholding tax reports and payment 
due; Philadelphia employer withholding 
reports due; Scranton employer withhold- 
ing tax reports and payment due; Scranton 
School District employer withholding tax 
reports and payment due. 
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MARYLAND: August 1—Property tax as- 
sessed by State Tax Commission due. 


MICHIGAN: August 31— Corporation 
privilege tax reports and payment due 
(last day). 


MISSISSIPPI: August 1—Property tax 
third installment due. 


NEVADA: August 4—Property tax quar- 
terly installment due. 


NEW JERSEY: August 1—Property tax 
quarterly installment due. 


NEW YORK: August 1—Property tax 
due. 


NORTH DAKOTA: August 1—Domestic 
corporation tax reports and payment due 
(last day). 


OKLAHOMA: August 1—Foreign corpo- 
ration capital stock affidavit due (last 
day). August 31—Corporation license tax 
reports and payment due. 


OREGON: August 15—Corporation license 
tax due (last day).—Property tax delin- 
quent.—Property tax- quarterly install- 
ment due. 


WISCONSIN: August 1—Corporate in- 
come tax second installment due.—Per- 
sonal income tax last installment due. 


August 20—Louisiana: New Orleans sales 
and use tax reports and payment due. 
August 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 

tax reports and payment due. 

August 31—California: Los Angeles monthly 
sales and use tax reports and payment 
due. Delaware: Wilmington property tax 
due (last day). Michigan: Detroit prop- 
erty tax in single installment due (last day). 


July, 1952 e TA X ES — The Tax Magazine 








3rd 


Annual 


West Virginia Tax Institute 


Sponsored by 


Department of Economics and Business Administration, 
West Virginia University 


2 
West Virginia Society of Certified Public Accountants 
e 


West Virginia State Bar 


Morgantown, West Virginia 


April 24-26, 1952 


CONTENTS 


Income Splitting and Family Partnerships... . . .by Wesley A. Dierberger 
Marital Settlements and Family Gifts by George B. Lourie 
Planning the Estate by Hugh C. Bickford and Robert M. Weston 
Valuation of Estate Interests... . by William M. Drennen 


Relations Between the Corporation and Its Officers and Employees... . 
by Robert Lloyd 


Relations Between the Corporation and Its Stockholders 
by William K. Carson 


Relief Provisions of the 1950 Excess Profits Tax Act. . .by Troy G. Thurston 
Capital Gains v. Ordinary Income by W. Waller Grogan 





Getting Maximum Benefits Out of Code Section 117. . by Maurice H. Rich 


West Virginia Tax Institute 








The UNIVERSITY of West Virginia, in co-op- 
eration with the West Virginia Society of Certi- 
fied Public Accountants and the West Virginia 
State Bar, held its Third Annual Tax Institute 
in April, 1952. The remainder of this issue is 
devoted exclusively to papers presented at the 
Institute. Unfortunately, due to the limitation 
of space, some of the papers have had to be 
omitted. 





Morton Backer, associate professor, Depart- 
ment of Economics and Business Administra- 
tion, West Virginia University, was chairman 
of the opening session of the Institute on 
April 24. Topic for the morning's meeting was 
“Family Tax Problems,’’ followed by ‘‘Estate 
Tax Problems”’ that afternoon under the chair- 
manship of Arthur G. Baumgarner, president 
of the West Virginia Society of Certified Public 
Accountants. Arch M. Cantrall, past president 
of the West Virginia State Bar, presided at an 
evening session devoted to ‘Partnership Tax 
Problems.”’ 





“Corporate Tax Problems’’ was the topic of the 

morning session of April 25, which was led by 

Robert E. Witschey, who is a member of the 

council of the American Institute of Account- 

ants. That afternoon Henry Schrader, chairman 

of the Continuing Legal Education Committee 

of the West Virginia State Bar, presided; 

papers dealing with ‘‘Excess Profits Tax Prob- 

lems’’ were delivered. Chairman of the eve- 

ning session—when papers discussing ‘Capital 

Gain and Loss Tax Problems’’ were presented 

—was Carl J. Nutter, member of the law firm WEST VIRGINIA 
of Jackson, Kelly, Morrison and Moxley, TAX INSTITUTE 
Charleston, West Virginia. — 


, . : Directors 
Topic of the day for April 26 was “Errors in 


Preparation of Tax Returns and Handling of Arthur G. Baumgarner 
Tax Controversies.’’ Chairman of the final ses- Arch M. Cantrall 
sion was a West Virginia law professor, Albert Dr. Raymond W. Coleman 
S. Abel. Henry Schrader 
Robert E. Witschey 
Morton Backer, 
Executive Director 
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Income Splitting 












T HE REVENUE ACT of 1951? con- 
tains two income-splitting provisions, 
one dealing with family partnerships and 
the other a new tax category created by a 
statute providing for income-splitting privi- 
leges for the head of a household. 





























FAMILY PARTNERSHIPS 


The storm and strife of the last ten years 
centering around the recognition by the 
Commissioner of Internal Revenue of family 
partnerships for tax purposes has finally 
resulted in action by the Congress. The 
Revenue Act of 1951 contains provisions 
which, after January 1, 1951, should bring 
happier sailing to all concerned. Even the 
Commissioner of Internal Revenue has mel- 
lowed and has issued a statement of more 

' than 5,000 words explaining the policy of 

the Bureau in handling family-partnership 

cases prior to January 1, 1951. Before 
analyzing today’s position of the family 
partnership under our federal tax laws, it 
might give us some pleasure and benefit 
to look back briefly at the stormy waters 
through which we have passed. 























Mr. and Mrs. Potter made gifts to their 
minor children of an interest in a partner- 
ship doing business as the Nashville Coal 
Company. Mr. Potter managed the busi- 
ness and the financial affairs for his wife 
and children. Less than ten years ago, in 
Angust of 1942, the Tax Court after spend- 
ing some time discussing the validity of 
the gifts, held that the income derived from 
the partnership interest was the separate 
income of each child.* 
















1P. L. No. 183, 82d Cong., 1st Sess. 
? Mim. 6767, 1952-7-13792 (p. 6). 
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VIRGINIA 


and Family Partnerships 


By WESLEY A. DIERBERGER, Aitorney 
Member, Ross, McCord, Ice & Miller, Indianapolis 


This case was the 





TAX INSTITUTE 





only family-partnership case published by 
the Tax Court in the year 1942. 

The impact of increased federal taxes 
was hitting taxpayers hard after the year 
1941, and they were looking for ways to 
reduce their tax by splitting income with 


their families. The Commissioner of In- 
ternal Revenue, who was very conscious of 
the government’s increased need for reve- 
nue, was taking a closer look at the validity 
of all family transactions. The taxpayer’s 
search for methods of reducing his tax by 
splitting income among his family members 
quickly settled upon the family partnership 
as a happy device. Just as quickly the 
Commissioner challenged many of these 
family partnerships. Both sides turned to 
the courts for guidance. 


By the year 1944, family-partnership 
cases were reaching the Tax Court in in- 
creasing numbers. In March of 1944, the 
Tax Court’s opinion in the now famous 
Tower case was published.* Francis Tower 
had given his wife shares of stock in a 
corporation which he controlled, on con- 
dition that she place the corporate assets 
in a partnership to be formed. Five days 
later the corporation was liquidated and a 
limited partnership was formed with the 
wife as a limited partner. The court held that 
Mrs. Tower was not a partner for federal 
tax purposes and summarized its opinion 
by saying: “Petitioner’s wife made no 
actual contribution to the capital of the 
partnership, contributed no services, had no 
voice in the conduct of the business, and 
received a portion of the profits, not as a 
partner, but only by reason of her marital 

3 Justin Potter, CCH Dec. 12,822, 47 BTA 607 


(1942). 
4+ CCH Dec. 13,792, 3 TC 396. 
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relation.” The same principles were applied 
by the court later in the same month in 
striking down the partnership in the equally 
famous Lusthaus case.* Yet, in May of 1944, 
with five judges dissenting, the Tax Court 
quoted with approval the rule previously 
stated in the case of B. M. Phelps*: 


“Each of the petitioners gave to his wife 
one-half of his capital in the business. From 
that time on each of the petitioners had 
capital invested in the business. It is im- 
material that they furnished no services to 
the partnership and received no salaries 
from the partnership. If the petitioners 
furnishing the services were willing that 
the other members of the partnership fur- 
nish no services yet share equally with 
them in the profits of the business, there is 
no provision of law to prevent them from 
doing so. Although proof that persons 
claiming to be members of a partnership 
furnished no capital and contributed no 
services to the partnership might tend to 
prove that no partnership agreement was 
entered into, proof of such facts becomes 
immaterial when all members of the partner- 
ship agree that a partnership contract was 
entered into.” 


It is almost unbelievable today that in 
the year 1944 the Tax Court would quote 
with approval a statement that the lack of 
capital and services by a wife was imma- 
terial where all the partners agreed that a 
partnership contract was entered into.’ 


On April 2, 1945, the Circuit Court of 
Appeals for the Sixth Circuit reversed the 
Tower case with a dissenting opinion,® while 
on April 11, 1945, the Circuit Court of 
Appeals for the Third Circuit affirmed the 
Lusthaus case with a dissenting opinion.’ 
One month later, in May of 1945, the Tax 
Court decided the case of Camiel Thorrez 
et al.” where the wives and children were 
given their partnership interest and did not 
thereafter participate in the management of 
the business. The Tax Court, in an opinion 
which illustrates the divergent views of the 
time, refused to recognize the wives and 
children as partners. Six judges dissented, 


5 CCH Dec. 13,823, 3 TC 540. 

6 CCH Dec. 4509, 13 BTA 1248 (1928). 

7J. D. Johnston, Jr., CCH Dec. 13,915, 3 TC 
799, 808 (1944). 

8 Tower v. Commissioner, 45-1 ustc J 9246, 148 
F. (2d) 388. 

® Lusthaus v. Commissioner, 45-1 ustc { 9261, 
149 F.. (2d) 232. 

1% CCH Dec. 14,560, 5 TC 60, aff'd 46-1 vustc 
7 9281, 155 F. (2d) 791 (CCA-6). 

11 Commissioner v. Tower, 46-1 ustc J 9189, 327 
U. S. 280. 
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three with opinions. There were two con- 
curring opinions. The family-partnership 
waters were now in a state of violent agi- 
tation, leaving the taxpayer and his repre- 
sentative without any reasonable guides for 
decision and procedure. 


The conflicting decisions of the circuit 
courts in the Tower and Lusthaus cases 
were taken to the Supreme Court and on 
February 25, 1946, the Tower case was 
reversed” and the Lusthaus case was af- 
firmed.” There were two dissents in each 
case. The Supreme Court appeared to set 
forth a fairly definite test in these cases 
which may be summarized in the following 
quotation from the Tower case: 


“There can be no question that a wife 
and husband may, under certain circum- 
stances, become partners for tax, as for 
other purposes. If she either invests capital 
originating with her or substantially con- 
tributes to the control and management of 
the business, or otherwise performs vital 
additional services, or does all of these 
things she may be a partner as contem- 
plated by 26 U. S. C. Par. 181, 182.” 


Revenue agents and conferees of the 
Bureau of Internal Revenue quickly seized 
upon the above-quoted language of the 
Supreme Court to make the test in all 
family-partnership cases (1) contribution of 
original capital and/or (2) substantial con- 
tribution to the control or management of 
the business and/or (3) performance of 
vital additional services by the challenged 
wife or children. The Tax Court also was 
prone to rely heavily on this test.“ The 
Tower case has been cited in more than 
200 subsequent partnership cases. Here, 
at last, was something revenue agents and 
taxpayers could get their teeth into. It was 
the beginning of the great hunt for original 
capital by taxpayers, and partnership capi- 
tal in some cases was traced back through 
years to show its origin with the wife or 
child. Arguments were made over the 
meaning of the term “vital services” as 
distinguished from ordinary service, such 
as a clerk would perform, or marital serv- 


12 Lusthaus v. Commissioner, 46-1 ustc { 9190, 
327 U. S. 293. 

13See Benson, CCH Dec. 15,081, 6 TC 748 
(1946), aff'd 47-1 ustc § 9261, 161 F. (2d) 821 
(CCA-5); W. H. Wilson, CCH Dec. 15,284(M), 
5 TCM 592 (1946), aff’d 47-1 ustc { 9248, 161 F. 
(2d) 556 (CCA-4); O. W. Fode et al., CCH Dec. 
15,340(M), 5 TCM 709 (1946); Simonson, CCH 
Dec. 15,344(M), 5 TCM 718 (1946); M. M. Mon- 
roe, CCH Dec. 15,247, 7 TC 278 (1946). 
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Pp her husband in helping him with his busi- 
i- ness. Wives started showing up at the 
oa partnership offices, especially at about the 
rT time a revenue agent was expected, and 
the summer job of the son or daughter to 
it occupy time between school terms suddenly 
25 became work vital to the business. 
on Revenue agents had strange experiences. 
AS A lady agent, while examining the partner- 
f- ship books one morning, covertly watched 
oh the wife busily working and directing the 
et activities of the office. Satisfied with the 
es books and the “vital services” of the wife, 
1g 5 she asked the wife the way to the ladies’ 
‘ room only to have the wife turn to one of 
fe the employees and ask where the ladies’ 
n- room was located. The revenue agent 
or took another look at the husband-and-wife 
tal partnership. Another agent had the peculiar 
n- experience of introducing the wife to one 
of of her purported subordinates in the wife’s 
tal own Office. 
>Se€ Good and legitimate family partnerships 
m- were caught in the general distrust of all 
family partnerships, and the burden was 
the generally thrown upon the courts to sepa- 
red rate the good partnerships from the bad, 
the although innumerable partnership cases were 
all settled by revenue agents and bureau con- 
of ferees. Judges became adept at sizing up 
on- the wife’s understanding and knowledge of 
of the business during her direct testimony 
of and the government’s cross-examination. 
zed The wife was usually the key witness in a 
vas husband-and-wife partnership case, and 
The many a wife must have derived a keen 
han satisfaction in explaining the details of the 
ere, business to the judge while confounding the 
and government’s attorney. Other wives failed 
wee miserably under the skillful cross-exami- 
ee nation of the government attorney. Many 
api- partnerships were upheld, but many more 
ugh were held ineffective for federal tax pur- 
Se poses, and a large number of unhappy tax- 
‘' payers were presented a bill in the form of 
; a deficiency assessment plus 6 per cent in- 
- terest for all the tax savings they believed 
such they were enjoying through their family 
=e partnerships. 
9190, More and more taxpayers were paying 
their tax and claiming refunds to get in the 
bs federal district courts and have their cases 
eam, heard by juries who seemed more sympa- 
61 F. thetic to family partnerships. Box scores 
La were published showing the success of tax- 
Mon- 






4 William O. Culbertson, 
15,874(M), 6 TCM 692. 
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48-2 ustc J] 9324, 168 F. (2d) 979. 
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1% William O. Culbertson, Sr. v. Commissioner, 


payers in the district courts in comparison 
to the Tax Court. 


Culbertson Case 


In June of 1947, the Tax Court decided 
that, for federal tax purposes, William O. 
Culbertson and his sons were not partners 
in the cattle and ranching business.“ This 
seemed to be just another family-partner- 
ship case which did not justify more than 
a memorandum opinion of the Tax Court, 
but it was to become the mest important 
case in the family-partnership field. One 
year later, in June of 1948, the Circuit Court 
of Appeals for the Fifth Circuit reversed 
the Tax Court’s opinion and in so doing 
criticized the way in which the Tower and 
Lusthaus cases were being applied by the 
tax collecting agencies.“ The case was 
carried to the Supreme Court by the Com- 
missioner, and certiorari was granted to 
consider the claim of the Commissioner 
that the principles of the Tower and Lust- 
haus cases had been departed from in this 
and other courts of appeal decisions. One 
year later, in June of 1949, the Supreme 
Court handed down its decision, which must 
have shocked some people and pleasantly 
surprised others with pending family-part- 
nership cases.* The Supreme Court criti- 
cized the Tax Court’s general approach to 
the family-partnership problem when it 
treated as essential to membership in a 
family partnership the contribution of either 
“vital services” or “original capital.” This 
test the Court said was, at best, an error 
in emphasis. The Court added that the 
Tower case provides no support for such 
an approach and stated the question to be: 


“The question is not whether the services 
or capital contributed by a partner are of 
sufficient importance to meet some objec- 
tive standard supposedly established by the 
Tower case, but whether, considering all 
the facts—the agreements, the conduct of 
the parties in execution of its provisions, 
their statements, the testimony of disinter- 
ested persons, the relationship of the par- 
ties, their respective abilities and capital 
contributions, the actual control of income 
and the purposes for which it is used, and 
any other facts throwing light on their true 


‘intent—the parties in good faith and acting 


with a business purpose intended to join 
together in the present conduct of the enter- 
prise.” 


16 Commissioner v. William O. Culbertson, Sr., 
49-1 ustc { 9323, 337 U. S. 733. See the article 
entitled ‘‘The Culbertson Case,’’ TAxEsS—The 
Tax Magazine, September, 1949, p. 777. 
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After a detailed discussion of the prin- 
ciples governing the family partnership 
question under the tax laws, the Supreme 
Court shifted the approach generally ac- 
cepted under the Tower and Lusthaus cases 
into a new direction emphasizing intent of 
the parties, good faith and business purpose. 
It reversed the court of appeals decision 
and sent the case back to the Tax Court 
for further proceedings in conformity with 
its Opinion. 


In the meantime, Congress passed the 
Revenue Act of 1948 providing for the 
splitting of income between the husband 
and wife beginning with the year 1948.” 
This new law took the pressure off the 
wife from an income tax standpoint in a 
husband-and-wife partnership. It did not, 
however, affect the children. 


In August of 1950, the Tax Court entered 
its second opinion in the Culbertson case, 
this one pursuant to the mandate of the 
Supreme Court. The Tax Court, after a 
detailed new findings of fact and a rather 
lengthy opinion applying the principles set 
forth by the Supreme Court, reached the 
same result that it had in its previous deci- 
sion, that is, that the partnership was not 
valid for federal tax purposes.* 


The case was again appealed to the Cir- 


cuit Court of Appeals for the Fifth Circuit, 
and last March that court again reversed 
the Tax Court with directions to disallow 


the deficiencies.” The circuit court con- 
sidered that its former opinion had been 
sustained in principle by the Supreme Court. 
The circuit court felt strongly that in criti- 
cizing its former opinion the Supreme Court 
had mistakenly attributed certain views to 
it which it disclaimed completely. The 
divergent opinions of the Tax Court and 
the circuit court in the Culbertson case, both 
applying the principles set forth by the Su- 
preme Court in the same case to the same 
facts, illustrate the unsatisfactory status in 
which the family-partnership question still 
remained. 


During this time Congress had begun to 
examine the family-partnership problem. In 
the consideration of the Revenue Act of 
1950” the Senate added a provision dealing 
with family partnerships to the bill and 
made its application retroactive to taxable 
years beginning after December 31, 1938. 
The amendment was taken to the Confer- 
ence Committee of the Senate and House 

17 Revenue Act of 1948, P. L. No. 471, 80th 


Cong., 2d Sess. 
18 CCH Dec. 17,793(M), 9 TCM 647. 
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appointed to settle the differences between 
the two Houses on the bill, and it was 
eliminated. However, the legislative ground- 
work had been laid which resulted in new 
legislation the following year. 


New Partnership Amendments 


The Revenue Act of 1951 amended the 
Internal Revenue Code by making two 
additions to the Code. Section 3797 (a) (2) 
of the Code contains the definition of a 
partner, and a new sentence was added to 
that definition providing that a person is to 
be recognized as a partner for income tax 
purposes if he owns a capital interest in a 
partnership in which capital is a material 
income-producing factor, whether or not 
this capital interest was acquired by pur- 
chase or gift from any other person. 


In addition, Supplement F of the Code, 
dealing with partnerships, was amended by 
adding a new Section 191. This new section 
contains these provisions: 


(1) In the case of any partnership inter- 
est created by gift, the allocable share of 
the income of the donee under the partner- 
ship agreement is to be recognized as the 
donee’s income except 


(a) when the shares are allocated with- 
out the allowance of reasonable compensa- 
tion for services rendered by the donor to 
the partnership and except 


(b) to the extent that the allocation to 
the donated capital is proportionately greater 
than that allocated to the donor’s capital. 


(2) The distributive share of a partner 
in the earnings will not be diminished be- 
cause of absence due to military service. 


(3) Any interest purchased by one mem- 
ber of a family from another is treated as a 
gift from the seller and as donated capital 
in the amount of its fair market value. For 
this purpose the family of an individual 
includes his spouse, ancestors, lineal decend- 
ents and any trust for the primary benefit 
of such persons. 


The amendment made by the Dill is 
applicable to taxable years beginning after 
December 31, 1950, with the express pro- 
vision that no inferences are to be drawn 
for taxable years prior to January 1, 1951, 
from the enactment of the amendment. If a 
partner and the partnership have different 
taxable years, the amendment will apply to 


19 52-1 ustc {| 9233, 194 F. (2d) 581. 
2» Pp. L. No. 814, 8ist Cong., 2d Sess. 
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a fiscal year of the partnership beginning 


in 1950 if it ends within taxable years of 
all of the family partners which begin in 
1951. It will not apply if the fiscal year of 
the partnership ends within a taxable year 
of any family partners which began in 1950. 
For example, if the partnership had a fiscal 
year beginning July 1, 1950, and ending 
June 30, 1951, and the partners were on a 
calendar-year basis beginning January l, 
1951, and ending December 31, 1951, the 
amendment would apply. However, if the 
partnership had the same fiscal year as 
previously mentioned but any of the family 
partners had a fiscal year beginning De- 
cember 1, 1950, and ending November 30, 
1951, the amendment would not apply. 


It is necessary to study the committee 
reports to understand the full scope of the 
new family-partnership law. Both the House 
of Representatives report and the Senate 
report™ are identical, with the exception of 
those parts dealing with the effective date 
of the amendment. We have seen some- 
thing of the confusion and difficulty encoun- 
tered in handling family-partnership cases 
prior to the new amendment. The Congres- 
sional committee reports discuss these prob- 
lems in explaining the purpose and operation 
of the new law. 


Harmony with Other Tax Concepts 


The reports state that the new family- 
partnership amendment is intended to har- 
monize the rules governing family partnerships 
with those applicable to other forms of 
property or business. Two long-accepted 
principles governing the attribution of in- 
come have been: 


(1) Income from property is attributable 
to the owner of the property; and (2) in- 
come from personal services is attributable 
to the person rendering the services. 


The reports go on to say that there is no 
reason to apply different principles to 
family partnerships. No matter how the 
interest in a partnership was acquired, if the 
ownership is real it does not matter what 
the motive in the transfer was or what the 
benefit to the business was; the income from 
that property is taxable to the owner. 


Present Confusion 


The committee reports criticize some 
court opinions since the Culbertso, case for 





21H. Rept. 586, 82d Cong., 1st Sess. 
22S. Rept. 781, 82d Cong., 1st Sess. 
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speaking one way while acting in another, 
stating: 


“Many court decisions since the decision 
of the Supreme Court in Commissioner v. 
Culbertson (337 U. S. 733) have held invalid 
for tax purposes family partnerships which 
arose by virtue of a gift of a partnership 
interest from one member of a family to 
another, where the donee performed no vital 
services for the partnership. Some of these 
cases apparently proceed upon the theory 
that a partnership cannot be valid for tax 
purposes unless the intrafamily gift of capi- 
tal is motivated by a desire to benefit the 
partnership business. Others seem to as- 
sume that a gift of a partnership interest 
is not complete because the donor contem- 
plates the continued participation in the 
business of the donated capital. However, 
the frequency with which the Tax Court, 
since the Culbertson decision, has held in- 
valid family partnerships based upon dona- 
tions of capital, would seem to indicate 
that, although the opinions often refer to 
‘intention’, ‘business purpose’, ‘reality’, and 
‘control’, they have in practical effect 


‘reached results which suggest that an intra 


family gift of a partnership interest, where 
the donee performs no substantial services, 
will not usually be the basis of a valid 
partnership for tax purposes. We are in- 
formed that the settlement of many cases 
in the field is being held up by the reliance 
of the field offices of the Bureau of Internal 
Revenue upon some such theory. Whether 
or not the opinion of the Supreme Court in 
Commissioner v. Tower (327 U. S. 280) and 
the opinion of the Supreme Court in Com- 
missioner v. Culbertson (337 U. S. 733), 
which attempted to explain the Tower deci- 
sion, afford any justification for the con- 
fusion is not material—the confusion exists.” 


General Discussion of Provisions 


The new family-partnership law does not 
change the principle that transactions be- 
tween family members will be scrutinized 
carefully. The Commissioner and the courts 
are left free to determine whether the donee 
or purchaser actually owns his interest in 
the partnership. Gifts or sales of property 
that are not bona fide may be challenged. 


‘Where the transferor retains such control 


over the property as to be the real owner 
within the principles of the case of Helver- 
ing v. Clifford, the parternship may be 
challenged. However, the transferor in a 
normal contractual relationship can retain 


23 40-1 ustc {| 9265, 309 U. S. 331. 


control over the donated property as a 
managing partner or in a fiduciary capacity 
where he exercises his power for the benefit 
of others rather than himself. 


Where a partnership interest is created by 
gift, the allocation of the income in the 
partnership agreement is controlling, except 
that if no proper allocation is made for 
services rendered to the partnership by the 
donor or if the donated capital receives a 
greater proportionate allocation than the 
donor’s capital, the Commissioner is free to 
make a reallocation of income. This will be 
done by allowing a reasonable salary to the 
working partners,” and the balance will be 
allocated according to the capital invested. 
No partner’s share will be diminished be- 
cause of absence due to military service. 


When an interest in a partnership is pur- 
chased from another family member, it will 
be treated as though the transfer had been 
made as a gift and will be considered do- 
nated capital to the extent of its fair market 
value. The family includes spouse, ancestors, 
lineal decendents and any trust for the 
benefit of such person. 


Application of New Amendments 


A man who was operating a canning busi- 
ness as a sole proprietorship decided this 
year to take his wife and three children into 
the business with him as partners. He made 
an equal bona fide gift to each of them of a 
20 per cent interest in the business, and a 
partnership agreement was entered into 
with each putting in his 20 per cent interest 
as capital and with each sharing in the 
profits and losses in accordance with his 
capital contribution. The donor was desig- 
nated the managing partner in the agree- 
ment, and he operated the business as he 
had before, although the name was changed 
to show that the business was now a partner- 
ship. Assume that this year the partnership 
has a $35,000 net income. According to the 
partnership agreement, the allocable ‘share 
of each partner is $7,000. Before the new 
partnership amendment, this partnership 
would probably not have been sustained, 
since the new partners contributed no orig- 
inal capital, performed no vital services or 
had no control over the business and there 
was no business purpose for the partnership. 


* The law contains no specific requirement 
for the allocation for services to an active 
partner who is not a donor. However, the 
committee reports indicate the allocation will 
be for services rendered by all partners, with 
the balance of the income allocated to the cap- 
ital of the partners. 
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Under the new law the partnership would 
be recognized. However, the Commissioner 
could change the allocation of income in the 
partnership agreement and give the donor 
a reasonable salary as the managing partner. 
Assume that $5,000 was a reasonable salary; 
the allocation would then be $6,000 for each 
partner, except the manager of the partner- 
ship, and his share would be $11,000, the 
sum of his $6,000 capital share and $5,000 


for his services. 


The allocation of compensation to the 
managing partner or partners introduces by 
statute the reasonable-compensation ques- 
tion into the partnership field. The Com- 
missioner has used the allocation of income 
for services in administrative settlements of 
partnership cases,” and the courts have con- 
sidered the problem.” It has been a trouble- 
some question in the deduction of salaries 
for corporations and will probably be the 
largest source of conflict between taxpayers 
and the government under the new partner- 
ship amendments. The tax laws, like life, 
produce many queer results. In corporation 
cases the Commissioner argues that the 
compensation paid is too high. In family- 
partnership cases he will likely argue that 
the compensation to the active partners is 
too low. 


Other areas in which a family partnership 
may be attacked by the Commissioner and 
which should be considered in all new 
family-partnership agreements or in check- 
ing existing family partnerships are: 


(1) The capital interest owned must be 
in a business in which capital is a material 
income-producing factor. Personal-service 
partnerships, such as law firms, are not open 


to nonparticipating members of a partner’s 
family. 


(2) The income allocation to the donated 
capital cannot be greater than that allocated 
to the donor’s capital. There is no prohibi- 
tion in the law against the donated capital 
receiving a smaller proportion of the income 
than that allocated to the donor’s capital. 


(3) Sales between family members can- 
not be used to change the allocation of 
income to the donated capital. All interests 
purchased from family members are treated 
as gifts from the seller and as donated capi- 


27. T. 3845, 1947-1 CB 66. 

26 Claire L. Canfield, CCH Dec. 15,414, 7 TC 
944 (1947), rev’d 48-2 ustc { 9337, 168 F. (2d) 
907 (CA-6). See, also, the article entitled ‘‘The 
Allocation Theory in Family Partnership 
Cases,’’ TAxES—The Tax Magazine, November, 
1947, p. 963. 
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tal in the amount of their fair market value. 
Regardless of the purchase price between 
family members, the allocation of income to 
the purchaser’s capital is based on fair 
market value and cannot be proportionately 
greater than the seller’s allocation. 


(4) Gifts or sales of property that are not 
bona fide may be challenged. Gifts and sales 
between family members should be made 
with all the legal formalities insisted upon 
when dealing with strangers. 


(5) Retention of control over the property 
by the donor, within the principles of the 
case of Helvering v. Clifford, above, may be 
challenged. Control in a fiduciary capacity 
for the benefit of others and as a manager 
of the partnership will not be challenged. 
Thus, limited partnerships and trusts that 
are partners will not be challenged on this 
ground. 


Diminution of Area of Dispute 


With the income-splitting privileges of 
the husband and wife provided by the Rev- 
enue Act of 1948, the area of dispute over 
family partnerships was considerably dimin- 
ished. The new partnership amendments 
further reduce the area of dispute and place 
family partnerships on an equal basis with 
other concepts of family transactions. In- 
come can be split among family members 
by means of a family partnership under 
rules of law governing other forms of prop- 
erty or business. We can all hope that the 
family-partnership question for income tax 


purposes will fade into its proper place in - 


tax history. 


INCOME SPLITTING 
BY HEAD OF HOUSEHOLD 


The other income-splitting provision of 
the Revenue Act of 1951 involves the head 
of a household. Ever since the provisions of 
the Revenue Act of 1948” gave income- 
splitting privileges to husbands and wives, 
there has been agitation to extend the same 
privileges to single persons who support 
households although not married. For ex- 
ample, if a man continued his household in 
bringing up his children after his wife’s 
death, he was denied the income-splitting 
privilege yet had the expense of maintaining 
his home and raising and educating his chil- 
dren. To take care of this situation Con- 
gress extended income-splitting privileges 
to the head of a household in the Revenue 
Act of 1951.* 





For taxable years beginning after October 
31, 1951, an unmarried person who qualifies 
as the head of a household will compute his 
tax under separate surtax rates which will 
give him a tax benefit such as that enjoyed 
under the income-splitting privileges of 
married persons, although the benefit is 
about one half as great as married persons 
enjoy.” Tc qualify as head of a household 
a person: 


(1) Must not be married at the close of 
his taxable year. 


(a) A person legally separated from his 
spouse under a decree of divorce or separate 
maintenance is not considered married. 


(b) If his spouse is a nonresident alien 
at any time during his taxable year, he is 
not considered married at the close of his 
taxable year. 


(c) If his spouse dies during the taxable 
year, if other than a nonresident alien, he 
is considered married at the end of the tax- 
able year and cannot qualify as the head of 
a household. 


(2) Must maintain as his home a house- 


-hold which is the principal place of abode of 


(a) a son, stepson, daughter or step- 
daughter or a decedent of a son or daughter 
of the taxpayer, but if any of these are 
married at the close of the taxpayer’s year, 
only if the taxpayer can claim a dependency 
exemption for such person (a legally adopted 
child is considered a child of that person 
by blood) or 


(b) any other person who is a dependent 
if the taxpayer is entitled to an exemption 
for such person. This means any person, not 
filing a joint return with a spouse, who has 
a gross income of less than $600, more than 
half of whose support is supplied by the 
taxpayer and who is related to the taxpayer 
as follows: (i) brother, stepbrother, sister 
or stepsister; (ii) parent or one of his or her 
ancestors; (iii) stepparent; (iv) nephew or 
niece; (v) uncle or aunt; (vi) son-in-law, 
daughter-in-law, mother-in-law, father-in- 
law, sister-in-law or brother-in-law. 


(3) Must furnish over half the cost of 
maintaining the household during the tax- 
able year. 


(4) Must not have been at any time dur- 


ing the taxable year a nonresident alien. 


While the head of a household does not 
get the same benefit as a married person, he 
does not have to add the income of relatives 
living in the household to his own. Spouses, 





27 Cited at footnote 17. 
28 Cited at footnote 1. 
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2? Sec. 301, Revenue Act of 1951, amending 
Code Secs. 12 (c), 51 (f) (1) and 402. 
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however, must file a joint return to split 
their income. Further, he can take all of the 
exemptions for dependents that he other- 
wise would be entitled to take even though 
the dependent qualifies him as a head of a 
household. 


A person who makes it possible for the 
taxpayer to qualify for the head-of-the- 
household provisions must actually live in 


the taxpayer’s household during the entire 
taxable year unless temporarily absent for 
such a reason as health or school attendance. 

The income-splitting benefits extended to 
a head of a household by the Revenue Act 
of 1951 remove the discrimination against 
such persons and are amendments which 
should meet with the approval of all. 


[The End] 


Marital Settlements and Family Gifts 


By GEORGE B. LOURIE, Attorney 
Member, Lourie & Cutler, Boston 


URING OUR LIFE we have income 
taxes. At death we have estate taxes. 
Marital settlements and family gifts—the 
subject I am going to discuss—offer some 
means to alleviate somewhat the full impact 
of either or both of these types of taxes. 


The opportunity to lessen the full impact 
of income or estate taxes stems primarily 
from the graduated nature of such taxes. 
From a tax standpoint, marital settlements 
and family gifts are means of splitting 
property interests and the income flowing 
from such property interests. If we had a 
flat income tax, there would be no tax ad- 
vantage in splitting income with more than 
one person. If we had a completely integrated 
gift and estate tax structure, with no separate 
or periodic exemptions, there would be no 
tax advantage in splitting property interests 
prior to death. However, the chances of 
our ever having a nongraduated income tax 
structure are practically nil, since it is con- 
trary to our fundamental tax theories. 
While we may eventually have an integra- 
tion between the gift and estate taxes, some 
features of the present separate taxes, such 
as the annual exemption of the gift tax, 
will probably be retained and thus prevent 
such integration from being complete. 


General Principles 


Let us first outline the fundamental prin- 
ciples underlying the problem of interfamily 
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gifts and the tax savings sought to be 
accomplished through such transactions: 


(1) The income which flows from the 
ownership of property is taxable to the 
owner of such property. 


(2) In the usual case where the father 
is the sole or principal income producer, 
any income that he can shift to another 
member of his family (except his wife) 
results in a shift from a higher to a lower 
income tax bracket and a resultant tax 
saving. 


(3) The estate tax is levied upon the 
value of property owned at the time of 
death and, to the extent that a person has 
transferred property during his life, his 
estate tax is less and a saving is made in 
the amount of such estate tax. This saving 
may be partially offset by a gift tax pay- 
able upon such transfer. 


(4) A family is an economic and social 
unit, and it is immaterial to the welfare. 
of the family as a whole which member 
owns the property or receives the income. 


An interfamily gift is a transfer of the 
ownership of property. It thus shifts the 
income flowing from such property. The 
donor of the property is relieved from pay- 
ing income taxes on the earnings of the 
property which must thereafter be paid by 
the donee. Insofar as the taxes payable 
by the donee in respect to such income may 
fall into a lower tax bracket and therefore 
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be less than those which would have been 


payable by the donor, an over-all tax saving 
arises. Similarly, the donor’s estate is de- 
pleted by such a transfer. Insofar as the 
taxes paid on the transfer as a gift are less 
than those which would have been paid in 
estate taxes had the transferred property 
remained a part of the donor’s estate until 
his death, a similar saving arises in estate 
taxes. The savings in federal taxes achieved 
through an inter-vivos gift as against an in- 
heritance are increased by the fact that 
most states do not have any provisions for 
a gift tax. 


Marital Settlements 


Now that we have briefly reviewed the 
general principles under which interfamily 
transfers may act as a tax-saving device, 
let us examine some of the practical and 
legal difficulties that are present in regard 
to such transactions. 


First let us consider marital settlements, 
gifts between husband and wife. The pres- 
ent situation, since the Revenue Act of 


1948, is somewhat analogous to the situa- . 


tion in which imbibers of alcoholic bever- 
ages found themselves after the repeal of 
prohibition. During prohibition all sorts 
of devices were used to secure the stuff. 
Some, such as taking a vacation in Canada, 
were clearly legal. Others were of more 
doubtful legality. Then came repeal and all 
these devices became unnecessary. Similarly, 
prior to 1948, many devices were attempted to 
split income between husband and wife. Some, 
such as an outright gift of income-producing 
property, were clearly legal. Others, such 
as gifts in trust of the type where too much 
control was retained by the grantor, were 
held to be ineffective to accomplish their 
purpose. Then came the Revenue Act of 
1948, and the maximum benefits of income 
splitting were automatically accorded to all 
taxpayers without the necessity of the use 
of any device, and the passing of property 
at death (up to one half of the estate of 
the deceased) was relieved of the burden 
of the estate tax. I might interpose that 
there are a few instances where it may still 
be advantageous to file separate income tax 
returns for husband and wife. In the estate 


tax field also there are specialized instances - 


where inter-vivos property splitting between 
husband and wife is preferable to taking 
advantage of the marital-deduction provi- 
sions of the estate tax law. So far as the 
great mass of family situations is con- 
cerned, however, the automatic operation 
of the income-splitting and marital-deduction 
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features of the Revenue Act of 1948 provide 
greater tax savings than any planned trans- 
fers between husband and wife. Operating 
under the provisions of this law, the maxi- 
mum benefits of a perfect 50-50 split can be 
achieved and these can only be approximated 
by planned transfers. 


The two most common situations where 
planned transfers between husband and 
wife may still be used to advantage in 
regard to estate taxes are, first, where it is 
desired that more than half of a person’s 
property shall be possessed outright by his 
spouse after death. In such a case, an 
over-all tax saving will be achieved by 
dividing the transfers between gifts and 
bequests. One half of such gifts are ex- 
empted by a marital deduction in the same 
manner as one half of the bequests. The 
second instance concerns a situation where 
it is not desired to give the spouse the full 
interest in property that is required in order 
to secure the benefits of the marital deduc- 
tion. In such a case, neither the gifts nor 
the bequests will secure the advantage of a 
marital deduction, and here, again, an over- 
all tax saving will be secured by dividing 
the transfer between inter-vivos trust gifts 
and testamentary trust bequests. 


Premarital Settlements 


At this point I should perhaps discuss 
premarital settlements briefly. Although 
such arrangements are amply supported by 
common law consideration, a promise to 
marry is not regarded as adequate con- 
sideration under the gift tax law, and such 
transfers are subject to gift tax. However 
desirable or necessary such arrangements 
may be from a practical standpoint, no tax 
advantage is secured thereby except in the 
rare or specialized circumstances previously 
discussed in regard to postmarital settle- 
ments. As a matter of fact, if the property 
covered by such a settlement is transferred 
outright or under such conditions that it 
would qualify for the marital deduction, a 
substantial tax saving may be achieved by 
postponing such transfer until after mar- 
riage to obtain the benefit of the marital 
deduction. 


Interfamily Gifts 


Although marital settlements between hus- 
band and wife have diminished in impor- 
tance as tax-saving devices, interfamily 
gifts still remain a fertile field of operation 
for this purpose. Generally speaking, there 
are two main difficulties inherent in such 
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transfers. First, it may not be true that 
the particular family is such an economic 
and social unit that it is immaterial which 
member of the family owns the property 
or receives the income. Even if that be true 
today, there is no certainty that it will con- 
tinue to remain true. It may be immaterial 
whether property is owned and/or income 
received by a father or by a single child 
living at home and subject to parental con- 
trol. That immateriality may very well 
cease, however, when that child marries 
and leaves the home. The second difficulty 
arises from the legal and practical dif- 
ficulties inherent in the ownership of prop- 
erty by minors. 


Trusts 


A legal gift is based upon a relinquish- 
ment by the donor of the beneficial interest 
and control over the transferred property. 
Tax litigation is replete with attempts to 
qualify a transfer as a gift and still to retain 
some elements of beneficial interest or con- 
trol, or to qualify the transfer as a gift 
through complete relinquishment of bene- 
ficial interest and control by the donor as 
an individual but retention of such interest 
and control by the donor in the capacity of 
a trustee of the trust created for the benefit 
of the donee. Practically, such retention 
of control will, to a greater or lesser de- 
gree, eliminate the two difficulties previously 
enumerated. If, however, the retained bene- 
ficial interest or control is greater than 
permitted by tax law, it may render the 
transfer ineffective for the purposes sought 
to be accomplished, and the income of the 
trust property may remain taxable to the 
grantor and/or the property may remain 
subject to estate tax as a part of the estate 
of the grantor upon his death. A detailed 
discussion of just what powers may or may 
not be retained is impossible in an article 
such as this. In addition, somewhere along 
the graduated line of permitted and non- 
permitted powers we reach an area of great 
uncertainty. The exact dividing line is by 
no means clear. I shall, therefore, limit my 
discussion to some of the major pitfalls to 
be avoided if it is desired that a transfer 
of property in trust shall be effective in 
splitting the ownership of property and the 
income flowing from such property to lessen 
the over-all income and/or estate tax burden. 


(1) Fundamentally, the trust must be 
irrevocable, and the donor must retain no 
power, directly or indirectly through a 
person who has no adverse interest, to 
revest the beneficial interest of the property 


or the income in himself. Provided the 
trust is of sufficient duration and otherwise 
complies with the Clifford Regulations, the 
donor may-retain a remainder interest and 
thereby effect a shift of income for the 
duration of the trust. In such a situation, 
however, the property of the trust will still 
remain subject to inclusion in the donor’s 
estate for estate tax purposes. 


(2) The income of the trust must not be 
used to discharge a legal obligation of the 
donor. If the income is received by a minor 
child for the support of such child, thus 
satisfying the legal obligation of the donor- 
father, such income is taxable to the donor 
and not to the trust beneficiary. Also, a 
power to use such income to so relieve him 
from a legal obligation would be a power 


-of appointment which would make the 


property of the trust includible in the 
donor’s estate for estate tax purposes. 


(3) The donor cannot retain powers which, 
in the eyes of tax law, constitute control 
over the trust property. Generally speak- 
ing, management powers, however broad, 
are not regarded as such control as to 
render the income of the trust taxable to 
the grantor. Powers which are, in effect, 
a control over the beneficial interests under 
the trust do have this effect, however, even 
though they are cloaked as management 
powers. Some examples of such cloaked 
powers are enumerated in the Clifford 
Régulations and include such powers as the 
power to purchase property from the trust 
at a price to be determined by the grantor 
or the power to borrow from the trust with- 
out interest or adequate security. The 
Clifford Regulations also invalidate for tax 
purposes all trusts of less than ten-year 
duration and also trusts of less than 15-year 
duration where the beneficiaries of the trust 
are members of the grantor’s family and 
many common and otherwise permissible 
management powers are reserved to the 
grantor. The Clifford Regulations permit a 
limited amount of flexibility in the distribu- 
tion of the corpus or income of the trust 
among the various. beneficiaries. Such 
flexibility is usually obtained through the 
operation of a so-called “hose and spray” 
provision or through provisions for discre- 
tionary accumulation of income. The limits 
within which such a provision may be 
permitted without rendering the trust non- 
recognizable for tax purposes are depend- 
ent, however, upon the identity of the 
trustee, whether it is to be the grantor, 
someone under his control in varying de- 
grees or an absolutely independent trustee. 
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Briefly, all I can advise anyone to do when 
drafting ‘a trust designed to effect income 
or property splitting wherein the entire 
beneficial interest is not unequivocally vested 
in designated beneficiaries is to act in a 
conservative manner and to become thoroughly 
conversant with, and carefully comply with, 
the detailed provisions of the Clifford Regu- 
lations. Whatever is believed as to the 
validity of such regulations and the au- 
thority of the Treasury to promulgate them, 
and however contradictory to court deci- 
sions some may appear, failure to comply 
with these provisions will undoubtedly in- 
volve the creator of the trust in litigation 
with the Commissioner. 


(4) The trust should not be made in con- 
templation of death. A trust made in con- 
templation of death is effective as to a 
splitting of income but does not prevent 
the includibility of the property in the 
grantor’s estate for estate tax purposes. 
The dangers of such inclusion were greatly 
reduced by the Revenue Act of 1950 which 
eliminates all transfers made more than 
three years prior to death from considera- 
tion as transfers in contemplation of death. 


So far, we have been discussing the use 
of trusts as the means of interfamily trans- 
fers. In general, a trust is an effective 
device for such transfers provided the 
grantor completely gives up all beneficial 
interest in the property, directly or in- 
directly. The advantage of a trust, rather 
than an outright transfer, lies in the fact 
that it permits the retention of manage- 
ment control by the grantor or the vesting 
of the management control in an independ- 
ent outsider other than the beneficial owners 
of the property. 


Before passing on from the subject of 
the trust device, there are three matters 
I should like to mention: 


First, the rather obvious fact that the 
trust must be bona fide. There should be 
complete separation and no commingling 
of the affairs of the trust and those of the 
grantor. The best-drawn trust instrument 
will not be upheld if the manner of opera- 
tion of the trust belies its existence. The 
trust is a separate taxable entity and must 
keep its own books and file its own returns. 


Second, the possibility of the trust being 
taxable as a corporation. The trust is a 
vehicle of investment. If it engages in 
business, taking advantage of the limited 
liability of trustees, or if it is set up with 
transferable shares or if it is otherwise 
cloaked with the indicia of a corporation, 
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it will be considered as a corporation for 
purposes of the federal income tax law. 
The exact dividing line between investment 
and business—especially in the case where 
the trust has real estate investments—is as 
yet dimly defined. Care should therefore 
be exercised that the trust does not, either 
in the manner of its creation or in its actual 
operation, come within the definition of the 
Code relating to corporations. 


Third, the trust, in addition to being a 
potential vehicle for splitting income be- 
tween members of the family, is also a 
potential vehicle for the creation of a new 
separate entity, the trust itself, with which 
income may be split. This is accomplished 
by having the trust accumulate some or all 
of its income instead of making such 
income distributable to the beneficiaries. 
A trust, as stated before, is a separate tax- 
able entity and required to file its own tax 
return. To the extent that income is cur- 
rently distributable to the beneficiaries, it is 
deductible by the trust and taxable to the 
beneficiaries. To the extent that the income 
is neither distributed nor distributable to 
the beneficiaries, the income tax is borne 
‘by the trust itself. 


An accumulation trust is a particularly 
desirable vehicle where no immediate use 
of the income of the trust property is 
needed. As stated before, it creates a new 
and separate tax entity, the trust itself, and 
the income of the trust is not chargeable 
to either the beneficiary or the donor. The 
strict requirement of accumulation may be 
modified by a power of distribution of 
capital or income in the discretion and 
judgment of the trustee in the event of a 
clearly defined situation with a legally en- 
forceable standard. 


Another variation of an accumulation 
trust is a funded-insurance trust. Such a 
trust may not be established in connection 
with insurance on the life of the donor. 
If it is, the income is taxable to the donor 
and the proceeds of the policy are also 
taxable as part of the estate of the donor. 
It remains an effective vehicle, however, to 
finance life insurance on the life of anyone 
other than the donor, including a member 
of the donor’s family. 


Gifts to Minors 


The second set of difficulties referred to 
before are those inherent in ownership of 
property by minors. All transactions by 
minors are voidable. Because of this lega! 
disability of minors, their acts performed 
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in the course of the administration of the 
property or the sale of the property will 
not be recognized or accepted by persons 
dealing with them. The risk of disaffirm- 
ance of the voidable action of the minor 
upon his attaining majority is a practical 
deterrent to any dealings with minors. 


These legal difficulties may be overcome 
by the appointment of a guardian for the 
minor. Such appointment, however, is al- 
most like stepping out of the frying pan 
into the fire, as it opens up an entirely new 
set of difficulties. A guardian is a fiduciary 
and as such is responsible to the appro- 
priate state court for the proper and faithful 
performance of his duties. Unlike a trustee 
whose powers and duties are defined in the 
trust instrument and may be varied or 
broadened to meet any specific desires of 
the grantor, the fiduciary standards govern- 
ing a guardian are solely those set by state 
law. In the matter of investment, he is 
held to conservative standards and may be 
penalized by a court for failing to adhere 
to such standards. In the matter of sale, 
he may be required to secure court approval 
and certification that such sale is in the 
best interests of the ward. It is impossible 
to particularize as to the legal difficulties 
inherent in a guardianship because of diver- 
gences in different state laws. Such diffi- 
culties are also softened as a practical 
matter by the fact that courts usually do 
not take any action except upon complaint 
of a party in interest. Statutes usually 
require that annual or periodic accounts be 
presented for approval by the courts. Such 
a provision, however, is usually disregarded 
in a parent-guardian situation where har- 
mony prevails within the family. At the 
very least, however, in the absence of court 
approval of such periodic accounts, the 
parent-guardian is responsible to the child 
upon the latter’s attainment of majority for 
his entire administration of the guardian- 
ship estate and for any loss that may have 
accrued to. the guardianship property by 
reason of any failure on his part to adhere 
to the laws covering fiduciaries. A fairly 
common situation which might easily fall 
within such a category would be where the 
gift property held by the guardian con- 
sisted of nonproductive stock of a close 
corporation controlled by the donor. 


Incidentally, it may be stated that such 
stock is a particularly appropriate subject 
for an interfamily settlement where the 
primary object is the lessening of the estate 
tax. The head of the family depends pri- 
marily for his income upon the salary he 
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draws from his controlled corporation. 
Earnings on such stock by way of dividends 
are either nonexistent or surplus income 
which the father would prefer to go directly 
to his family in their separate, lower in- 
come tax brackets. So long as such income, 
added to any other income of the child, is 
below $600, he does not even lose his right 
to claim a dependency deduction for such 
child. As a practical matter, so long as 
the head of the family retains the control 
of the corporation, the manner of owner- 
ship of at least a minority interest in such 
stock is immaterial to him. The Commis- 
sioner successfully contested the elimination 
of the value of the stock involved in such 
a transfer from the estate of the transferor 
subject to estate tax on the theory that the 
retention of the control over the majority 
of the stock, and hence the corporation’s 
activities and dividend policies, made the 
original transfer one in contemplation of 
death. With the prohibition of the Revenue 
Act of 1950 preventing the Commissioner 
from attacking any transfers made more 
than three years before the death of the 
donor as transfers in contemplation of 
death, the importance of this decision is 
minimized, and such stock may again be 
made the subject of an inter-vivos transfer 
which will successfully achieve its designed 
purpose of lessening estate taxes. 


Present and Future Interests 


Any discussion of the relative merits of 
the use of the trust device for gifts to 
members of the family as against outright 
gifts should not be concluded without at 
least a word regarding present and future 
interests. In the case of minors, this mat- 
ter is perhaps doubly important. The gift 
tax law allows an annual exclusion of $3,000 
for each donee and an annual exclusion of 
$6,000 for each donee where the spouse 
joins in the gift. Such exclusions, however, 
are limited to gifts which are transfers of 
a present interest in property, as distin- 
guished from a future interest. An outright 
transfer of property is clearly the transfer 
of a present interest. Although the Com- 
missioner has apparently at times taken the 
position that a transfer of property to a 
minor is not a transfer of a present interest 
because of the minor’s legal disabilities, 
I believe that he will not be able to ad- 
vance this theory successfully and that it is 
quite safe to consider a transfer of property 
to a minor, or to the guardian of a minor 
for his benefit, as constituting the transfer 
of a present interest eligible to receive the 
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benefits of the annual exclusion. A gift to 
a trust, on the other hand, generally in- 
volves the transfer of a future interest 
(except as to the value of a life or term 
interest). There have been, however, at 
least two successfully litigated cases where 
taxpayers have maintained that the particu- 
lar trust for a minor beneficiary constituted 
the transfer of a present interest. These 
cases are predicated on the provisions in- 
corporated in the trust instruments that the 
entire beneficial interest in both the income 
and the principal of the trust vested imme- 
diately in the minor and must be used 
presently for his benefit whenever deemed 
necessary according to the standards em- 
ployed by a guardian or parent. 





In conclusion, let me repeat one word of 
caution. Interfamily transfers of property 
are legitimate means of lessening the impact 
of income or estate taxes. Such transfers, 
however, must be real transfers of the 
ownership of the property. The full use of 
the income produced by the transferred 
property must be possessed by the trans- 
feree as well as the tax liability. In gen- 
eral, the only control over the property 
that may be retained is a management con- 
trol through the use of the trust or guard- 
ianship device. You cannot have your cake 
and eat it too. If a donor wants to elimi- 
nate his estate and income tax liability in 
regard to property and its earnings, he 
must give up his beneficial interest in such 
property. [The End] 





PLANNING THE ESTATE 


By HUGH C. BICKFORD and ROBERT M. WESTON 


6¢ fF) LANNING the Estate” is the subject 

I am going to discuss. It is a dignified 
phrase that is usually associated with the 
idea of reducing the tax burden upon the 
death of a very valued client—valued not 
only because he is an excellent fellow but 
also because he has accumulated a fair 
share of worldly goods. Now, anyone who 
has accumulated a fair share of these goods 
knows that the mere possession of such 
goods creates a problem that is just as diffi- 
cult to solve as was the acquisition of the 
goods in the first place. This second prob- 
lem is: How to hang onto it. 


Planning, therefore, means preservation. 
In the case of an estate, it means preserva- 
tion of properties, not for the client but for 
the benefit of those whom he wishes to pro- 
tect after he is gone. For this reason, the 
saving of taxes is a subordinate considera- 
tion—subordinate to the main purpose of 
protecting those persons whom the client 
leaves behind. I hope that in focusing on 
the tax aspects of estate planning, you will 
not lose sight of this main objective. 


Clients with estate-planning problems may 
be divided into three classes, depending upon 
the size of the estate. 
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First, we have what Mr. J. P. Marquand, 
in his Point of No Return, has described as 
the “upper-upper” class. These are the rela- 
tively few persons who have estates of from 
$1 million upwards. These fortunate people 
definitely need very expert estate tax plan- 
ning, because the most popular political 
thought of the day recognizes the fact that 
a millionaire has only one vote and that 
there are not many millionaires. Accord- 
ingly, the rate structure is designed to 
eliminate millionaires as rapidly as possible. 
After an estate reaches $1 million, the rates 
rise until the government is taking as much 
as 77 per cent. Jn the case of a $10 million 
estate, this amounts to a total of more than 
$6 million. Like the politicians, however, I 
believe that we should be practical at this 
Tax Inst.tute and recognize that there are 
not many of these clients. In addition, those 
who do exist have already found it neces- 


‘ sary, in order to keep their wealth, to 


organize a private staff of investment coun- 
sellors, accounting advisers, tax lawyers, 
property lawyers and, perhaps, even divorce 
lawyers. Such a staff that usually surrounds 
every man of great wealth continuously 
devotes considerable time to the planning of 
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his estate, at the usuai per diem rates, and 
there is little left for you and me to do. 


The second class of persons likely to be 
affected by estate planning is composed of 
what Mr. Marquand calls the “lower-upper” 
class, which merges into the “upper-middle” 
class. These are the people who have estates 
of from $100,000 to $250,000. In the ordinary 
case, the main problem here is to make cer- 
tain that their testamentary wishes are 
wisely accomplished within the framework 
of the estate and gift tax exemptions and 
exclusions, with some particular attention 
devoted to removing property from the 
estate by inter-vivos gifts. Thus, a man with 
a net estate, after all debts and expenses, 
of $200,000 would have an estate tax of 
$32,700. If he were to give away $100,000 by 
the creation of a sensible trust, he would 
eliminate about $28,000 in estate taxes and 
pay a gift tax of only $1,900, thus saving 
about $26,000. This would bring his tax 
down to a figure that is low enough so that 
other considerations might well be of far 
greater importance than any attempt to 
reduce the tax further. 


The third class of estate is of great im- 
portance and includes the man who has an 
estate of between $250,000 and $1 million. 
Here, the tax burden becomes big enough 
to cause serious concern and, if not pro- 
vided for, may well be the cause of depriv- 
ing the client’s beneficiaries of the very 
protection that is paramount in his mind. 
For example, the estate tax on an estate of 
$500,000 amounts to approximately $126,500. 
If a man’s estate consists entirely of a going 
business concern and no provision is made 
at all for estate planning, the necessity of 
raising such a sum in cash for estate taxes 
might well wreck the business and thus 
deprive the client’s beneficiaries of all the 
benefits flowing from that client’s lifelong 
work. 


I shall, therefore, for case study, use the 
example of Joe Smith who has accumulated 
a net estate of $500,000 and, I am happy to 
say, has decided to make you his tax con- 
sultant with adequate provision for a sub- 
stantial retainer. 


Joe Smith is a typical successful business- 
man. You will find him in his office in the 
middle of his business. When business was 
good during the late forties, he had the 
office walls panelled with walnut (the cost 
of which was duly deducted as ordinary 
repairs). Despite the paneling, however, he 
is still a “workman” in the business. His 
desk is piled with papers, he probably calls 
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the office employees by their first names 
because they went to high school with his 
children, and his brow is furrowed by the 
many problems encountered in keeping a 
good many people in his home town gain- 
fully employed. 


Joe Smith has a nice business. Prior 
to 1933 he engaged in a long problem of 
research and development involving the 
distillation of chemical products. As a by- 
product of this distillation, he developed a 
new type of perfume. Instead of using the 
expensive oils of various flowers, he de- 
veloped a very economical perfume derived 
from the grain of common fieldcorn. This 
perfume is marketed under the trade name 
of “Mountaindew No. 5.” Extensive con- 
sumer surveys have shown that this essence 
is quite irresistible to young West Virginia 
gentlemen and is widely used throughout 
the Middle West. 


Joe Smith’s business is a corporation 
called the Smith Corporation and he owns 
all of the stock. This corporation has been 
producing net earnings of about $60,000 a 
year after all expenses, and it is estimated 
that Joe’s stock is worth $450,000. The book 
value is less than this, and the corporation 
has a bank balance of about $50,000 which 
is an essential part of its current working 
capital. It would be difficult, and perhaps 
injurious to the company, to draw out of 
this business an amount of cash in excess 
of this. 


Joe has drawn enough salary out of the 
business so that, despite taxes, he has been 
able to live comfortably and to send his two 
children to college. His personal assets out- 
side the business are not, therefore, too 
extensive. He has a nice home which he 
built 15 years ago and which is now worth 
$50,000, or about three times what it cost 
him. He carries $50,000 in life insurance 
which he has made payable to his wife in 
annual installments. He also has a hunting 
lodge where he goes every year hoping to 
be able to bag a deer. This is valued at 
$10,000. Thus, his gross estate is $560,000. 
The cost of administering his estate will 
probably amount to $35,000, and he has 
debts and other charges of $25,000. Accord- 
ingly, his net estate can be estimated at 
$500,000. If Joe makes no plans at all and 
leaves his whole estate to his children, his 
estate tax will amount to $126,500. The 
immediate payment of such an amount will 
require the liquidation of assets that are 
essential to the business, and the result may 
well be a forced liquidation of the entire 
business, with disastrous results to all. 
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Obviously, some careful planning is war- 
ranted. 


Before undertaking such planning, how- 
ever, it is necessary to know Joe’s life and 
family equally as well as you know his 
assets. It is at this point that other factors 
connected with estate planning appear, and 
these factors may be of far greater impor- 
tance than the saving of a few thousand 
dollars in taxes. Paramount among tkese 
other factors are the desires and intentions 
of the prospective testator: What does he 
wish to accomplish and why? Of course, 
if he has no immediate heirs, his most 
dominant thought will probably be a desire 
to exercise dominion over his own property 
for his own benefit as long as he is living. 
Under these circumstances, tax savings 
upon death may be of relatively little im- 
portance. 


In our case study, however, Joe Smith 
is more typical. He is about 60 years of age 
and his wife is 58 years of age. They have 
two children who are now both grown. The 
son is 32 years of age and had a good edu- 
cation at the West Virginia University 
School of Business Administration. He has 
been working in the business for eight years 
and is now assistant treasurer. Despite the 
fact that the old man thinks that some of 
his modern ideas are too revolutionary, he 
is a stable individual and, if he ultimately 
runs the business, will probably do as good 
a job as the next fellow. The son has two 
small children. Joe Smith’s daughter is mar- 
ried to a young physicist whose primary 
interest is in research and development. He 
has no interest in business. They also have 
two children. 


Joe Smith’s wife is a fine type of Ameri- 
can housewife. She runs a good home, has 
reared her children well and, through the 
years, has told Joe that he could conquer 
the world whenever he began to have doubts 
on that subject. She has little connection 
with the business except worrying about 
the personal affairs of some of the employees 
and helping them whenever she can. As far 
as business affairs are concerned, she is not 
quite sure of the exact difference between 
livestock and common stock. 


Joe Smith recognizes that the business is 
his main asset and that his family will be 
best protected by the preservation of the 
business intact for their benefit. Naturally, 
he wants his son to carry on and the son 
wants to do so. The wife and daughter will 
be best protected if the business is pro- 
tected and assures them an income. 
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In general, then, the critical factors in 
this and other typical cases are the lack of 
liquidity of the estate, the desire to protect 
the family and the desire to continue the 
business with the least possible disruption. 
In connection with this last point, the estate 
planner must usually take account of valu- 
able and trusted employees in the business 
whose interest and continued employment 
may be of great value to the business. 


By estate planning, these and _ similar 
problems can be solved. The amount of 
estate tax payable on Joe Smith’s death can 
be sharply reduced. His affairs can be put 
in such order that he is relatively sure of 
perpetuation of the family business in the 
hands of his son and grandchildren (should 
they desire to enter the business). The as- 
sets in the estate need not be sold at forced 
sale prices to meet taxes. Assuming that the 
client lives out his expectancy, his estate 
will bear only moderate taxes at his death 
and there will be considerable income tax 
savings in the meantime. The Internal Rev- 
enue Code, as presently written, and the 
general laws of property and trusts provide 
the “working tools” for accomplishing these 


‘results. 


In the discussion that follows, I will 
assume that Joe Smith will be the first in 
his family to die. In the event his wife, son 
or daughter dies first, a rearrangement will, 
of course, become necessary. In addition, 
periodic reviews of his affairs should be 
made to allow for any material changes in 
the asset picture, the family situation or in 
the tax laws. 


There are a number of working tools that 
may be used in estate planning which we 
shall now consider. 


Use of Gifts Inter Vivos 


The first working tool is the use of gifts 
inter vivos. Under the present law, each 
donor is allowed one $30,000 gift tax exemp- 
tion, which can be used all at once or spread 
over the years. (Section 1004 (a) (1).) 
Furthermore, under the “marital-deduction” 
privileges granted by the Revenue Act of 
1948, any gift by a married person may be 
treated as a gift made one half by him and 


‘one half by his spouse, if the spouse con- 


sents. (Section 1000 (f).) Thus, Joe Smith 
can give away $60,000 immediately without 
incurring any gift tax by using up his 
exemption and his wife’s exemption. 


In addition, the law allows each donor to 
give up to $3,000 annually to any number of 


529 


persons without regard to the “exemption.” 
This is called the annual exclusion, and it 
also may be doubled, on consent, by using 
the spouse’s exclusion. Thus, if Joe Smith 
desired to do so, he could, by using the 
annual exclusion, give $6,000 apiece to each 
of his two children and four grandchildren 
in each year, a total of $36,000 per year, 
without incurring gift tax or using up his 
exemption. 


The main tax advantages in making gifts 
are fairly obvious. 


(1) There is an ultimate tax advantage in 
removing assets from the high brackets of 
estate tax, even if the gift tax exemptions 
are exceeded, because the gift tax rates ate 
lower. Thus, with an estate of $500,000, Joe 
Smith could make a gift of $100,000 and 
pay only about $1,905 as gift tax, whereas 
the estate tax on this amount, if left in the 
estate, would be over $32,000. As the 
amounts increase, the savings become less 
pronounced, but there is always a substan- 
tial saving because the gift tax rates are 
never more than‘75 per cent of the estate tax 
rate in the same bracket. 


(2) The second great advantage is that 
gifts remove the income of the property 
from the donor’s high income tax brackets 
and put such income into the relatively 
lower brackets of the donees. Joe Smith 


probably lives as well as he wishes on his 
salary from the business. Any dividends on 
his stock are now heavily taxed. By moving 
some of these dividends over to his son and 
daughter, the income tax rates will be very 
much lower and the money received by 
them will probably not exceed what Joe 
already gives them out of his own earnings. 


Next, the question: In what form should 
the gifts be made? Gifts, for tax purposes, 
may be outright or in trust. In Joe Smith’s 
case, the son is a competent businessman, 
interested in the business. He needs no pro- 
tection by way of a trust. The daughter, 
however, is. in a different situation. She 
lacks business experience and has no per- 
sonal interest in the operations of the busi- 
ness. It seems obvious, therefore, that a 
trust should be established for her. There is, 
however, a business need for having the 
control of the business centered in one 
operating head because of the dangers of 
divided control. For this reason, it is usually 
desirable that the gifts to both the son and 
the daughter should be subject to the same 
provisions as to “control,” by trust instru- 
ment, with the same trustees acting for 
both. 
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Requirements to Be Met 


In order to accomplish the purpose of 
removing the trust property from the 
client’s taxable estate, the trust must be in 
such form that the following requirements 
are met: first, the trust must be irrevocable 
(Section 811 (d)); second, there can be no 
reservation of income to the grantor (Sec- 
tion 811 (c)); third, there can be no reserved 
benefits or control which is the equivalent 
of income, such as the payment of premiums 
on insurance on grantor’s life (Burnet v. 
Wells, 3 ustc J 1108, 289 U. S. 670 (1933) ) 
or the discharge of the client’s legal obliga- 
tions (Douglas v. Willcuts, 36-1 uste J 9002, 
296 U. S. 1); fourth, there can be no short- 
term disposition within the family economic 
unit, whereby the client has reserved eco- 
nomic benefits (Helvering v. Clifford, 309 
U. S. 331), nor a mere transfer of future 
income (Helvering v. Horst, 311 U. S. 112); 
fifth, under the theory of the Spiegel and 
Church decisions, as modified by Section 
811 (c) (3) of the Technical Changes Act 
of 1949, the trust will be includible if (a) 
duration is measured by the donor’s life or 
(b) the trust cannot terminate during the 
donor’s life; and sixth, the gift must not 
be in “contemplation of death” (Section 


811 (c)). 


The long struggle over the issue “con- 
templation of death” is undoubtedly familiar 
to most of you. In the Revenue Act of 1950 
Code Section 811 (1) was added, creating 
a presumption of contemplation of death as 
to transfers made within three years of 
death but making all transfers prior to that 
time invulnerable. This is the final blow to 
the former Treasury Department theory, 
pressed before many courts, that any trans- 
fer “similar to or a substitute for a testa- 
mentary disposition” was, per se, in 
contemplation of death. Prior to the new 
law, careful planners always preserved rec- 
ords showing “life motives,” and this is still 
desirable, against the chance that death may 
occur within the three-year period. Records 
as to the state of the client’s health may 
also be helpful. 


Independent of this clarification of rules 
concerning gifts in contemplation of death, 
the record shows that, in general, the Treas- 
ury Department has not been too successful 
in throwing gifts into the estate where the 
donor is in fairly good health at the time 
of making the gift and the gift does not 
constitute a major share of his estate. In 
addition, it should be pointed out that even 
if a gift is ultimately held to be a part of 
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the estate, the estate will get the benefit of 
the gift tax paid as an offset against any 
resulting estate tax and so (disregarding 
actuarial computations of interest), will be 
no worse off then if the gift had not been 
made. In fact, the estate will be somewhat 
better off, because the amount paid as gift 
tax will not be included in the estate, thus 
saving the estate tax on that amount. 


As to each of these six requirements, I 
can assure you that anyone could write an 
article that far exceeds this in length. I have 
heard many long talks, for example, on the 
rules involved in the Spiegel and Church 
cases, a few of which I have understood. 


All of these points, however, relate to a 
central theme. The average successful tax- 
payer, in tax planning, may realize that he 
cannot take it with him, but he surely hates 
to give it away. As a result, there have been 
hundreds of attempts to go through the mo- 
tions of making gifts while attaching con- 
ditions, requirements and other “strings” 
that show that the actual, economic benefit 
of the property remains in the hands of the 
donor. In evolving any plan and in testing 
the plan, I find that the safest rule is to 
study each possible attack very carefully 
and to bear in mind that if the gift is a mere 
fiction in the economic sense or legally, 
your client is probably headed for trouble. 
Generally, if the gift is to be effective in 
reducing taxes, it must be an actual gift of 
all economic benefit in the property and it 
must not be based upon the lifetime of the 
donor. 


This does not mean, however, that the 
grantor needs to give up administrative con- 
trol of the business. The actual control of 
operations may still be retained through the 
proper choice of trustees in the trust deed, 
provided the economic benefits of the gift 
property flow to the grantees in accordance 
with the foregoing rules. 


The selection of a trustee is, therefore, 
of utmost importance. There is no legal 
objection to having the client assume the 
position of trustee for the stock given to 
children, provided that the trust itself is 
immune from the possible grounds of attack 
mentioned above. It is wise to name a suc- 
cessor trustee in the event of his death. On 
the present facts, the grantor might name 
the son and a local trust company acting 
jointly, or, if there is a trusted officer of the 
company whose judgment is respected, a 
provision naming him as a joint trustee with 
adequate compensation might be a good 
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means of assuring his continued interest and 
cooperation. 


Naturally, the trust should contain all 
the general provisions that are necessary to 
carry out the testator’s intentions to protect 
the corpus, to grant the trustee power to 
act and to guarantee the beneficiaries the 
enjoyment of the fruits of the trust. 


Provision should undoubtedly be made 
for remainder interests to vest in the grand- 
children or in the surviving children in the 
event of failure of any class of heirs. The 
practice of naming remaindermen is, in 
itself, a wise means of reducing future 
estate taxes by preventing multiple trans- 
fers, each bearing another tax. Thus, where 
the remainder vests in the children or grand- 
children, such interest will not again be 
taxed to the estates of each intervening heir. 


A proper estate program should also in- 
clude provision for additions to the trust, 
allowing Joe Smith to make further gifts as 
he may desire. Thus, he will have a means 
of using allowable annual exclusion—$6,000 
in the case of each beneficiary. 


Finally, on the subject of gifts, estate 
planning should never be carried to the 
point of stripping a client of his property or 
of the control which he desires to maintain. 
We should not lose sight of the ugly fact 
in human nature that a donee may be very 
grateful for the gift at the time it is given 
but that subsequent events may change his 
viewpoint toward the donor at a time when 
he finds himself in unfettered control of 
what was the donor’s whole estate. 


Marital Deduction 


The second “working tool” of estate 
planning is the marital deduction. In gen- 
eral, the marital deduction, added to the 
estate tax law by the Revenue Act of 1948, 
allows as a deduction from the “adjusted 
gross estate” any amount, up to 50 per cent, 
which passes to the decedent’s spouse. How- 
ever, the surviving spouse must receive the 
property in such a manner that it will be 
taxed in her estate at the time of her death, 
the intent of the law being that given prop- 
erty not taxed in the husband’s estate at his 


* death because within the “marital deduc- 


tion” should not also escape taxation on the 
wife’s death. 


If bequests are made to the wife in trust, 
for mstance, the wife must have such a 
power of disposition over the corpus that 
the corpus is taxable in her estate at her 
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death. This is a very important point. Death 
is inevitable for both the husband and the 
wife. Accordingly, any plan for using the 
marital deduction must take into account 
the potential taxes on both estates, carefully 
weighed in light of all other practical con- 
siderations affecting the personalities in- 
volved. Remember that estate planning is 
only wise if it is synonomous with estate 
preservation. 


Consider Joe Smith’s estate. He is ex- 
pected to leave a net estate of $500,000. If 
he pays an estate tax on the whole amount, 
the tax will total about $126,500. If he 
leaves one half, or $250,000, to his wife, his 
taxes will be about $47,700. Thus, through 
use of the marital deduction only, the estate 
which he leaves saves $78,800. However, if 
his wife dies a few years later and still has 
the entire $250,000, her estate taxes will be 
about $47,700, and the two estates together 
will pay $95,400. Thus, the net saving re- 
sulting from the use of the marital deduc- 
tion is about $31,000. 


I realize that the actuaries and statisticians 
have developed some wonderful mathemati- 
cal formulas relative to the income earned 
on the separate estates, the amount that 
could be earned on the reduced estate tax 
between the two deaths and many other 
factors. However, the argument for the use 
of the marital deduction all boils down to 
the old adage that “a bird in the hand is worth 
two in the bush” —if the husband, dying 
first, can shape his will to save a substantial 
amount, he had better grab the chance and 
let the future take care of itself. There is 
much to be said for this view. Anyone who 
is old enough to remember the terrible 
period that extended from 1929 to 1935 may 
well bear in mind that an immediate saving 
is an important factor, because the future 
estate of the wife may not even exist. Also, 
taxes are presently high and may go higher. 
Our Republican friends hope that they may 
soon be lower, but no one knows just.what 
Joe Stalin is going to do that will affect 
Joe Smith’s estate. 


Remembering that the preservation of the 
estate is paramount, the estate planner must 
always keep in mind the dangers of giving 
the wife unfettered control of one half of 
the estate. If both Joe and his wife die in 
the near future and if the wife manages to 
hoid onto her half of the estate, the prin- 
cipal advantage of the use of the marital 
deduction will be that the estate of the wife 
will have the advantage of the use of about 
$47,000 during her survivorship and that 


after her estate tax is also paid, there will 
be a net saving of about $31,000. Assuming 
that the estate can earn 5 per cent a year, 
this net saving amounts to a little more than 
the income of two years on one half of the 
estate. 


However, as we have seen from the facts 
of the present case, the wife has had no 
business experience. With the best of inten- 
tions, she may well lose the estate, or a 
major part of it, or she may remarry. The 
future may bring into the picture circum- 
stances that are now totally unforeseen. To 
cope with the particulars of any case, I can 
only advise the thoughtful and cautious 
approach and the exercise of judgment. The 
stake is this: Do the savings in tax from 
the use of the marital deduction counter- 
balance the dangers to the preservation of 
the estate inherent in the wife’s control 
thereof? In any event, the savings resulting 
from the use of the marital deduction should 
be carefully considered. It may well be that 
you will find that the answer lies in some 
compromise whereby the assets that logi- 
cally should go to the wife (not including 
an interest in the business) will absorb most 
of the marital deduction, the savings from 
full use of the remainder of the deduction 
being at such a low figure that they will not 
counterbalance the dominant motive of pre- 
serving the business intact for the ultimate 
benefit of the children and grandchildren. 


In Joe Smith’s case, $60,000 of his taxable 
estate—the house and summer residence— 
may well pass to the wife. Upon his death, 
the wife would have the freedom to decide, 
according to her desires, whether to retain 
or dispose of both of these properties. This 
$60,000 would qualify as part of the marital 
deduction. 


The $50,000 of insurance will also qualify 
as a part of the marital deduction. Since this 
insurance is needed for the wife’s current 
living, nu change would seem desirable. 


The remainder of the marital deduction 
may be used to the extent desirable by the 
creation of another trust under decedent’s. 
will under which the wife has the absolute 
immediate right to the income of the trust 
for life, together with the general power of 
appointment over the corpus. 


There have been recent extensive changes 
in the pre-existing law with respect to tax- 
ability of powers of appointment. These 
changes are largely embodied in the Powers 
of Appointment Act of 1951. You will re- 
membez that creation of a power that will 
render the trust estate taxable at the time 
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of the wife’s death will qualify the property 
passing from the client for the marital de- 
duction. The statutory provision is suffi- 
ciently clear and direct to warrant quotation. 
It is as follows (Code Section 812 (e) 
(1) (F)): 


“Trust with Power of Appointment in 
Surviving Spouse.—In the case of an inter- 
est in property passing from the decedent 
in trust, if under the terms of the trust, his 
surviving spouse is entitled for life to all the 
income from the corpus of the trust, payable 
aunually or at more frequent intervals, with 
power in the surviving spouse to appoint 
the entire corpus free of the trust (exercis- 
able in favor of such surviving spouse, or 
of the estate of such surviving spouse, or in 
favor of either, whether or not in each case 
the power is exercisable in favor of others), 
and with no power in any other person to 
appoint any part of the corpus to any per- 
son other than the surviving spouse— 


“(i) the interest so passing shall, for the 
purposes of subparagraph (A), be consid- 
ered as passing to the surviving spouse, and 


“(ii) no part of the interest so passing 
shall, for the purposes of subparagraph (B) 
(i), be considered as passing to any person 
cther than the surviving spouse. 


“Yhis. subparagraph shall be applicable 
ouly if, under the terms of the trust, such 
power in the surviving spouse to appoint 
the corpus, whether exercisable by will or 
during life, is exercisable by such spouse 
alone and in all events.” (Italics supplied.) 


In drawing the trust so that it will qualify 
for the marital deduction, the concrete re- 
quirements set forth in Regulations 105, 
Section 81.47-a (c), should be carefully 
observed. Among other things, these require- 
ments relate to distribution of income, ad- 
ministrative powers of the trustees, retention 
of unproductive property and the degree of 
“generality” required in respect to the 
power of appointment—for instance, the 
trust will not qualify if the power of appoint- 
ment is subject to contingencies or to binding 
agreements concerning its exercise. 


After the bequests to the wife in this 
form which consume, or partially consume, 
the marital deduction, the bulk of the estate 
will consist of the stock in the Smith Cor- 
poration. From a tax point of view, it will 
probably be desirable for Joe Smith to leave 
this in the same kind of trust that we have 
considered in connection with the subject 
of gifts inter vivos, in other words, the trus- 
tees to be the son and other desirable party 
or parties and the beneficiaries to be the 
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son and daughter, with remainder over to 
the grandchildren. 


Liquidity of Estate 


There remains in this and in most other 
cases the important problem of the liquidity 
of the estate. Where is the money coming 
from to pay the estate taxes and the admin- 
istration expenses? Do not overlook the lat- 
ter. They can be very heavy, although they 
may be greatly minimized by the creation 
of the trusts that we have discussed. 


The use of insurance to provide liquidity 
has been discussed at length by many 
writers and you will, of course, be able to 
get much helpful advice for your considera- 
tion of the particular circumstances from 
the insurance companies. The $50,000 of 
“ordinary life’ already held by Joe Smith 
will be needed for his widow’s living ex- 
penses and thus will not be available for 
taxes and expenses. 


Should Joe Smith buy more insurance 
now, assuming that he is insurable, to pro- 


.vide money for estate taxes? In my experi- 


ence, in cases like this, the answer is prob- 
ably no! Insurance rates at Joe’s age are, 
of course, very high. He is in at least the 50 
per cent income tax bracket, and, thus, he 
needs $2 of earnings for every $1 of pre- 
miums that he has to pay. Such rates would 
drain current income which he needs to 
maintain his accustomed standard of living. 
Finally, the insurance obtained would be 
added to his taxable estate and be subject 
to estate tax, so that the insurance obtained 
would have to be proportionally—according 
to the tax bracket—higher than the amount 
needed to supply the cash wanted. 


The possibility of having the wife or the 
children, or both, obtain the insurance and 
pay the premiums out of their separate 
funds might be explored. Again, the high 
premium and income tax disadvantages are 
deterrents, and it is to be kept in mind that 
the premiums must not come from Joe 
Smith either directly or indirectly. In addi- 
tion, Section 24 (a) (4) does not permit 
the corporation to deduct premiums paid on 
a life insurance policy payable to the cor- 


- poration on Joe Smith’s life. - 


Despite all of these disadvantages, it may 
be found desirable to obtain a moderate 
amount of insurance to provide ready cash, 
even though some estate tax must be paid 
thereon. In the final analysis, this question 
must be answered in the light of all the 
facts. 
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Section 115 (g) (3) provides another 
“working tool,” connected with the problem 
of estate liquidity, for the estate planner. 
Section 115 (g) provides generally that 
amounts distributed by a corporation in can- 
cellation or redemption of its stock may 
result in a taxable dividend to the stock- 
holder. However, Section 115 (g) (3) makes 
an exception for amounts “not in excess of 
the estate, inheritance, legacy, and succes- 
sion taxes . . . imposed because of such 
decedent’s death,” provided that the estate 
tax value of the stock of the distributing 
corporation constitutes more than 35 per 
cent of the value of decedent’s gross estate. 


This subsection was enacted to permit 
corporations to distribute, and stockholders 
to receive, without heavy income taxes, the 
funds necessary to pay estate taxes in cases 
such as the present one. Its efficacy, of 
course, depends upon the cash and credit 
position of the business enterprise. If the 
withdrawal of $75,000 to $100,000 from its 
current assets would seriously prejudice the 
Smith Corporation—the principal value pro- 
tecting the wife and children—this provision 
cannot be used. But Joe Smith may, if 
properly advised, conduct the affairs of 
Smith Corporation so that the corporation 
maintains a more liquid cash position in 
order that a given planned distribution may 
be economically made under the provisions 
of Section 115 (g) (3). 


Another connected possibility is the use 
of tax-free stock dividends, which are now 
permissible to a limited extent to permit the 
creation of nonvoting preferred stock. Such 
nonvoting preferred stock might well be 
used as security for loans or might even be 
sold to raise money for taxes without dis- 
persing the centralized control of the cor- 
poration, retention of which is a dominant 
purpose of our plan. Thus, if Smith Cor- 
poration cannot count on enough working 
capital to take advantage of Section 115 (g) 
(3), consideration should be given to the 
creation of a special preferred class of stock 


to be used to raise needed funds for estate 
taxes and expense without dispersing the 
essential control of the business. Such stock 
should have retirement features, so that if 
it has to be sold, it can later be retired by 
the family group who comprise the common 
stockholders. 


Finally, Section 822 (a) provides that the 
Commissioner, “in case of undue hardship,” 
may extend the time for paying estate taxes 
up to ten years, at 4 per cent interest.. The 
Regulations make provision for the filing of 
requests for such extensions. Generally, 
hardship must be shown, but it is recog- 
nized that lack of funds and the necessity 
of selling assets at a sacrifice will fulfill this 
requirement. There is a further provision 
that the taxpayer may be required to file 
bond in order to get the extension. How- 
ever, I believe that the Commissioner has 
used good judgment in most cases under 
this provision, and if the estate is solvent 
and the tax not too high, the extension may 
well be granted without bond. Insofar as 
the time is extended, the estate will presum- 
ably have to continue under administration, 
and some extra expense on that account 
must be anticipated. 

In conclusion, may I emphasize again that 
taxes are only one factor in estate planning. 
Experience shows that the overstressing of 
taxes has often led to unwise dispositions 
of property and substantial losses of corpus 
in the hands of inexperienced members of 
the family. I have found that some advisers 
often allow such actuarial considerations to 
outweigh very real practical and human con- 
siderations. Estate planning is one of the 
most important and trying responsibilities 
of the professional man. There is no sub- 
stitute for good judgment and the kind of 
wisdom that takes into consideration all of 
the possibilities inherent in this very human 
problem. In this field, he who becomes a 
mere statistician has lost his professional 
perspective. [The End] 
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majority of lawyers throughout the United 
States will find the recent amendments of 
the statute governing general powers of 
appointment an improvement, in most situa- 
tions, over those enacted in 1942. He notes, 
however, that no statutes dealing with pow- 
ers of appointment can be entirely simple. 
—Craven, “Powers of Appointment Act of 
1951,” Harvard Law Review, November, 1951. 
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Legal Advice . . . The progressive 
corporation has now expanded to the extent 
of having its own legal department. The 
advantages and disadvantages of this prac- 
tice and the role of the lawyer in such a 
situation are discussed by a member of 
the Massachusetts bar—Maddock, “The 
Corporation Law Department,” Harvard 
Business Review, March-April, 1952. 
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Valuation of Estate Interests 


By WILLIAM M. DRENNEN, Attorney 


Partner, Jackson, Kelly, Morrison & Moxley 
Charleston, West Virginia 


HIS DISCUSSION is in the form of 

a case study, illustrating the approach 
of a West Virginia lawyer to the problem 
of determining the values to be reported on 
the West Virginia inheritance tax return 
and the federal estate tax return of assets 
that might be found in estates of West Vir- 
ginia decedents. It is directed toward valu- 
ation of the gross estate to be reported on 
the two tax returns and will not deal with 


the preparation for, or trial of, valua- 
tion cases. 


My initial assumption in approaching the 
above problem is that the values to be re- 
ported for assets that are includible in the 
gross estate for both the state and federal 
tax should be the same in both returns. 
The reason for this assumption is that I 
believe the West Virginia inheritance tax 
law and the federal estate tax law intend 
to use as a basis for assessing the two 
taxes the same value of the assets that is 
taxable under both statutes. The West 
Virginia inheritance tax, which is imposed 
by Chapter 11, Article 11, of the West 
Virginia Code, levies a tax on the transfer 
of assets at their market value. Market 
value is defined in the statute as the “actual 
value after deducting debts and encum- 
brances for which the same is liable, and 
to the payment of which it shall actually be 
subjected.” The federal estate tax, which 
is imposed under Section 800 and following 
of the Internal Revenue Code, levies a tax 
on the transfer of the net estate from the 
decedent to others by applying percentages 
to the “value” of the net estate. The In- 
ternal Revenue Code itself does not define 
“value” except to say, in Section 811(k), 
adopted in 1943, that in case of stock or 
securities of a corporation which are not 
listed on an exchange and with respect to 
which there has been an absence of sales 
so that the value thereof cannot be deter- 
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mined by reference to bid and asked prices 
or reference to sales prices, the value thereof 
should be determined by taking into con- 
sideration, in addition to all other factors, 
the value of stock or securities of corpo- 
rations engaged in the same or a similar 
line of business which are listed on an 
exchange. 


Except when the optional valuation date 
is elected for purposes of the estate tax, 


‘the valuation date is the same under both 


taxing statutes, that is, the date of dece- 
dent’s death. Basically, the two statutes 
impose a tax on the same type of transfers, 
with a few exceptions. Both statutes re- 
quire the inclusion in the gross estate of 
property owned by decedent at the time 
of his death to the extent of his interest 
therein; property or interests therein trans- 
ferred prior to death, without adequate con- 
sideration, in contemplation of death, or 
intended to take effect in possession or en- 
joyment at or after death, or in which the 
possession or enjoyment of, or the right to 
the income from, the property is reserved 
to the transferor during his life; and gen- 
eral powers of appointment. The excep- 
tions to the above statement are that while 
the gross estate for federal estate tax pur- 
poses includes all property of citizens or 
residents of the United States, including, 
generally, the proceeds of life insurance on 
decedent’s life, the West Virginia inheri- 
tance tax is not imposed on tangible prop- 
erty which has acquired a business situs 
outside the State of West Virginia, on real 


_ estate located outside the State of West 


Virginia or on the proceeds of life insur- 
ance on decedent’s life payable to a named 
beneficiary. 

If the above assumption that the values 
reported should be the same on both tax 
returns is correct, the next step is to deter- 
mine what laws or regulations govern the 
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values to be reported on either or both re- 
turns. Of course, the Commissioner of 
Internal Revenue has promulgated regula- 
tions defining the values upon which the 
federal estate tax is based and, to some 
extent, the methods of determining those 
values. However, the West Virginia Code 
also contains provisions which I believe 
make it almost imperative for the legal 
representative of the estate of a decedent 
to use the values as determined by the offi- 
cial appraisal of an estate in completing the 
West Virginia inheritance tax return. 


Under the West Virginia law dealing with 
administration of estates, Chapter 44, West 
Virginia Code, the county court or clerk 
thereof is directed to appoint appraisers, 
three to five in number, to list and appraise 
at its real and actual value all the real and 
personal estate of a decedent over which 
that particular court has jurisdiction. Fur- 
ther, in Article 1, Section 14, of said chap- 
ter, it is stated: “Every such appraisement 
and list shall be prima facie evidence of the 
value of the estate embraced therein.” Un- 
der this provision alone it would be difficult 
to justify the action of the representative 
of an estate in reporting other than the 
appraised values on the inheritance tax re- 
turn. In addition, however, other provisions 
of the West Virginia Code contemplate that 
the West Virginia tax should be based on 
the appraised values and that the appraise- 
ment of the official appraisers necessarily 
becomes the basis for assessment of the 
inheritance tax, unless appealed from as 
hereinafter mentioned. 


The chapter of the West Virginia Code 
imposing the inheritance tax is poorly 
drafted and confusing in some of its terms 
and is not well correlated with the chapter 
dealing with administration of estates. 
However, it must be assumed that the two 
statutes are not in conflict and should be 
read together. Under the chapter dealing 
with administration of estates, the appraise- 
ment of the court-appointed appraisers is 
required to be executed in duplicate, signed 
by the appraisers and filed with the com- 
missioner of accounts to whom the estate 
has been referred. The commissioner of 
accounts is directed to forward one copy of 
the appraisement to the state tax commis- 
sioner. On the other hand, the chapter im- 
posing the inheritance tax requires the legal 
representative of the estate to file with the 
tax commissioner, within 60 days after 
the death of decedent, a verified inventory 
of the estate, showing all of the property 
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belonging to the estate and the full, true 
and actual cash value thereof, together with 
the names and addresses of all the bene- 
ficiaries and the relationship which each 
bears to the decedent. He is also required 
to file with the inventory a statement con- 
cerning the taxability of any transfer of 
property mentioned in the inventory. An- 
other section of this statute directs the tax 
commissioner, from the statements and re- 
ports received, from the inventory of the 
estate and from such other information as 
he may be able to procure, to ascertain and 
assess the amount of the tax. Still another 
section of this same statute provides that if 
within 60 days from the death of decedent 
the appraisement of his estate is not com- 
pleted and filed in the manner now provided 
by law for the appraisement of estates, the 
tax commissioner may appoint an appraiser 
for the purpose of appraising such estate. 
This section specifically provides that the 
value of the property thus appraised, unless 
appealed from, shall be the value upon which 
the inheritance tax shall be collected. This 
same section also contains a proviso that 
the tax commissioner shall have the right 
of appeal to the circuit court of the county 
in which the estate is located, where an 
appraisement is made by the appraisers ap- 
pointed by the county court for such pur- 
poses, and “the valuation of any such estate 
as fixed by the Circuit Court upon appeal 
shall be the value upon which the Tax 
Commissioner shall assess the taxes under 
this article.” While it is nowhere specifi- 
cally stated in the Code that, in the ab- 
sence of appeal, the values fixed by the 
court-appointed appraisers shall be the 
values upon which the inheritance tax shall 
be based, I think it is clearly contemplated 
from all of the provisions contained in the 
two chapters above mentioned that the values 
determined by the official appraisers shall 
be the values upon which the West Virginia 
inheritance tax shall be assessed and that 
if the tax commissioner has any objections 
thereto he must appeal to the circuit court 
for a redetermination of those values. 


Assuming, then, that the values deter- 
mined by the official appraisers will control 
for inheritance tax purposes and assuming 
further that the values reported on the in- 
heritance tax return should also be reported 
on the federal estate tax return, I believe 
it is very important that the legal represen- 
tatives of the state give careful consid- 
eration to the persons who are to be 
appointed by the county court as appraisers 
of the estate and that he should consult 
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with these appraisers concerning the meth- 
ods of arriving at their valuations. 


The West Virginia Tax Commissioner 
has issued no official regulations concerning 
the methods of determining values for in- 
heritance tax purposes, nor have I been 
able to find any West Virginia Supreme 
Court decision which either defines value or 
discusses the methods of arriving at market 
value for inheritance tax purposes. In the 
absence of such regulations and decision I 
believe the West Virginia courts would be 
guided by the regulations of the Commis- 
sioner of Internal Revenue and the deci- 
sions of the federal courts with respect to 
the values upon which the federal estate 
tax is based and the methods of determin- 
ing such values. The appraisers should 
therefore be instructed, before making their 
appraisement, concerning the federal regu- 
lations and decisions. 

As noted above, the Internal Revenue 
Code does not define “value.” Regula- 
tions 105, Section 81.10, promulgated by the 
Commissioner of Internal Revenue, does 
define value as “the fair market value” and 
defines “fair market value” as “the price. 
at which the property would change hands 
between a willing buyer and a willing seller 
neither being under compulsion to buy or 
sell.” The regulation goes on to explain 
how to arrive at the value of various types 
of assets, which I shall not go into except 
as they relate to the specific assets discussed 
in the case study. The federal decisions, 
of course, cannot and seldom attempt to 
state any exact method of determining the 
value of any particular assets except the 
one under consideration in that particular 
case, but they do point out the various fac- 
tors that should be considered in determin- 
ing values. I will attempt to point out 
and apply some of the various methods 
used and the factors to be considered in 
discussing the valuation of the assets in- 
cluded in the hypothetical estate I will 
discuss below. 

3efore getting into the case study, I 
should like to mention two points in pass- 
ing which I should like to emphasize, First, 
because I believe the appraised values 
should be reported on both returns, I think 
it is most important that good appraisers 
should be appointed. In practice, the legal 
representative of the estate has ample op- 
portunity to do this because the clerk of 
the county court will usually appoint the 
appraisers suggested by the legal represen- 
tative. I also think the appraisers should 
determine the fair and actual value of the 
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assets in the estate. My experience has 
been that quite often the appraisers and 
legal representatives of estates: are prone to 
appraise the assets at a lower than actual 
value in the mistaken idea. that this will 
help the beneficiaries taxwise. This prac- 
tice not only invites the taxing authorities 
to appeal from or ignore the appraised 
values for tax purposes but also may pro- 
duce more serious income tax consequences 
in the future than would be the death tax 


consequences of appraising the property at 
its actual value. 


Second, while filing of the appraisement 
with the tax commissioner within 60 days 
is not strict compliance with all the re- 
quirements of the inheritance tax law, I 
believe that the filing of this appraisement 
is substantial compliance with the statutory 
requirements and that the courts would not 
permit the failure to file the verified inven- 
tory mentioned in the statute to affect the 
determination of the values upon which the 
inheritance tax should be assessed. The 
appraisement form issued by the tax com- 
missioner’s office does not require the legal 
representative of the estate to sign it under 
oath. To be safe, it is well for the legal 
representative of the estate to add a verifi- 
cation to the appraisal form and to see 
that it is filed with the tax commissioner 
within 60 days after decedent’s death—or to 
file a separate inventory under oath. How- 
ever, the question of whether the estate 
has complied with the statutory filing re- 
quirements does not, in my opinion, affect 
the valuations upon which the inheritance 
tax shall be assessed. If the tax commis- 
sioner does not get sufficient information 
from the legal representative of the estate 
and other sources to determine values, he 
has authority either to appoint his own 
appraiser for that purpose or to appeal from 
the appraisal of the court-appointed appraisers. 


CASE STUDY 


In addition to some cash, a personal bank 
account, personal effects and other assets 
of a similar nature, my hypothetical West 
Virginia decedent either owned at the time 
of his death or had transferred prior to his 
death without consideration the following 
property: 

Real Estate—(1) Lot 100’ x 150’ with an 
eight-room brick house at 1620 Virginia 
Street, Charleston, West Virginia, which 
decedent used as his residence. Assessed 
value: Land, $3,500; improvements, $12,000. 
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(2) Lot 77’ x 145’ with a one-story brick 
building on the corner of A Street and 
B Street in the business district of Charles- 
ton, West Virginia. The building is used 
for a theater but has two store rooms, all 
fronting on A Street, the total frontage 
on A Street being 77 feet. Assessed value: 
Land, $57,700; improvements, $8,300. 


Stocks and Bonds.—(3) One hundred 
shares of the common stock of the American 
Telephone and Telegraph Company. 

(4) Fifteen hundred shares of $100 par 
value common stock of the X Coal Com- 
pany, Logan, West Virginia. The total 
stock issued and outstanding consists of 
4,000 shares. 

(5) Twenty-five shares of $100 par value 
common stock of the Y Coal Company, 
Logan, West Virginia. The total stock 
issued and outstanding consists of 4,000 
shares. 

(6) Forty shares of $100 par value com- 
mon stock of the Z Motor Sales Company. 
The total stock issued and outstanding con- 
sists of 150 shares. 

Jointly Owned Property.—(7) A joint 
checking account in the name of decedent 
and his wife at K Bank in Charleston, West 
Virginia. The balance on the date of death 
was $3,500. 

Decedent died a resident of Charleston, 
West Virginia, on January 1, 1952. The 
cause of death was a heart attack suffered 
on the day before his death. 


Valuation of Real Estate 


The valuation of real property is always 
difficult, because there is often such a wide 
variance of opinion of value, even among 
local appraisers and real estate dealers. On 
the other hand, the opinion of local real 
estate people will be given a lot of weight 
by the courts, particularly in regard to non- 
income-producing property. The value of 
the land can often be rather accurately de- 
termined on a footage basis from sales of 
similar property in the vicinity. Sales of 
other residential property in the locality are 
also one of the best methods of determining 
values. The type of construction, when it 
was built, the state of repair, the size of the 
building and other factors will, of course, 
enter into the valuation of improvements. 
One method of valuation of rental property 
often used, particularly with respect to busi- 
ness real estate, is capitalization of the 
rental. Capitalizing gross rental is apt to be 
more accurate than capitalizing net rental, 
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because the expenses of upkeep will vary 
from year to year. If this method is used, 
careful consideration must be given to the 
term of the lease and the financial respon- 
sibility of the lessee. 


The regulations of the Commissioner of 
Internal Revenue say little with respect to 
valuation of real estate except that the prop- 
erty should not be returned at its local 
assessed value unless such value represents 
the fair market value. If the property is 
sold within a year after decedent’s death, 
the sale price will usually be adopted by 
the revenue agent auditing the estate tax 
return, but it has been my experience that 
the state tax commissioner will accept the 
appraised values on real estate even though 
the property is sold within a year and at a 
different sales price. 


Item 1—The Residence.—If real estate 
is included in the estate, it is well to have 
someone in the real estate business ap- 
pointed as one of the appraisers. If care 
is taken in the selection of appraisers, they 
will all probably have a good knowledge 
of the value of local residential property. 
If such is the case, the opinions of the -ap- 
praisers after inspecting the property are 
about as good an indication of the value 
of the property as can be obtained. If their 
opinions are too widely separated, the opin- 
ion of the local real estate board or other 
local real estate men should be sought. 
An average of the values found by the vari- 
ous appraisers is usually adopted as the 
agreed-upon value. In this particular in- 
stance, the property is in a good residential 
district, its size makes it readily marketable 
and there have been numerous sales of 
somewhat similar property in the vicinity. 
The appraisers were pretty well agreed that 
the land, if vacant, would sell at $75 per 
front foot. However, they determined that 
the property as a whole would sell for be- 
tween $25,000 and $30,000 and appraised it 
at $27,500, which value should be reported 
on both returns. 


Item 2—The Theater Property.—This 
property was a part of the gross estate of a 
Charleston man who died several years ago 
and with the administration of whose estate 


I am familiar. It so happened that there 
were a number of indications of value pre- 
sent which helped greatly in evaluating the 
property. As noted above, the property con- 
sisted of a corner lot fronting 77 feet on 
A Street and extending back 145 feet on 
B Street in downtown Charleston and had 
a one-story brick building thereon. The 


July, 1952 © TAXES — The Tax Magazine 











building contained a moving picture theater 
and two small store rooms, all fronting on 
A Street, and was constructed in 1930. The 
entire building was subject to a ten-year 
lease which had four months to run at the 
time of decedent’s death. The annual rental 
was $15,000. The lessee operated the theater 
himself and sublet the two store rooms. The 
City of Charleston had instituted condem- 
nation proceedings prior to decedent’s death to 
condemn a strip 21 feet by 145 feet along B 
Street for purposes of widening and re- 
paving B Street. The condemnation com- 
missioners had heard evidence on the value 
of the property to be taken and had 
made an award of $45,000 without allo- 
cating the amount between the property 
taken and the damage to the residue. The 
21 feet that had been condemned, when 
taken over by the city, would require re- 
moval of all but six feet of the store build- 
ing on the corner. However, the building 
had a brick fire wall along its entire depth 
between the theater part and the corner 
store room. There would be left a frontage 
of 56 feet on A Street and the condemnation 
would not interfere with the use of the other 
store room or the theater. The property 
was assessed for local property taxes at 
$57,700 for the land and $8,300 for the build- 
ing, or a total assessed value of $66,000. 


One of the appraisers was a real estate 
broker and made his own independent ap- 
praisal of the property on the basis of 
$800 per front foot on A Street as the 
value of the land and $15,000 as the depre- 
ciated value of the building, or a total of 
$61,600 for the land and $15,000 for the 
building, before condemnation. A review 
of the evidence presented at the condem- 
nation hearing revealed that various wit- 
nesses had testified concerning the value 
of the real estate, which testimony varied 
from a value of $750 per front foot to 
$1,000 per front foot on A Street. The exe- 
cutor employed an architect to decide what 
could be done with the six feet of the corner 
store room that would remain after the city 
took its 21 feet along the entire B Street 
side of the building. The architect advised 
that the entire store room could be removed 
without damaging the rest of the building 
or that the six feet that would be left be- 


tween the sidewalk and the wall of the. 


theater could be made into shallow, stall- 
type store rooms fronting on B_ Street. 
Several contractors were asked to submit 
bids on the reconstruction work and esti- 
mated that it would cost about $15,000 to 
remove the entire store room and make the 
necessary repairs and alterations incidental 


West Virginia Tax Institute 








thereto or that it would cost an additional 
$15,000, or $30,000 in all, to construct five 
small, stall-type store rooms fronting on 
B Street which might be rented at an aver- 
age rental of $25 per month each. 


The executor also entered into negotia- 
tions with the lessee for the purpose of re- 
newing the lease when it expired. The 
lessee said he would be willing to renew 
the lease for another ten-year term at the 
same rental if the small store rooms were 
built or that he would renew at $1,200 per 
year less rental if the store rooms were not 
constructed. All of this was done prior to 
the time the appraisers made their ap- 
praisal, which made the valuation of this 
particular property an interesting although 
somewhat complicated problem. 


Inasmuch as the testimony before the 
condemnation commissioners had indicated 
a top value of $1,000 per front foot for the 
real estate and the award had been $45,000 
for the 21 feet taken, the commissioners 
must have thought that the value of that 
part of the building that would be taken 
plus the damage to the residue was at least 


. $24,000. It would also indicate that they 


thought the comparative value of the real 
estate and the building was more nearly 
equal, despite the assessed values being 
about six to one of land over improvements. 


A search of the records in the county 
clerk’s office in the names of some of the 
people who owned property nearby indi- 
cated that the property on the opposite 
corner had been sold in 1947 for $90,000. 
This was improved property having a 
frontage of 663%4 feet on A Street and ex- 
tending back along B Street for 120 feet. 
The building on that property was a two- 
story building with two store rooms on the 
first floor and office space on the second 
floor. It was also discovered that a lot 
fronting 66 feet on A Street and having 
a depth of 145 feet, located about one block 
away from the center of town from dece- 
dent’s property, with no improvements 
thereon had been sold recently for $45,000, 
or about $685 per front foot on A Street. 


One further indication of value was dis- 
covered when decedent’s wife said that 
about a year and a half prior to decedent’s 
death a Mr. Jones had been trying to buy 
this property from decedent. Mr. Jones 
was contacted,’and he said that he had 
tried to buy the property from decedent, 
that decedent had asked $90,000 for it and 
that he, Mr. Jones, had not been willing 
to pay that much for it. Mr. Jones said, 
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however, that he had wanted the property 
for another purpose which would have in- 
volved tearing down the building. 


In considering these various factors the 
appraisers also noted that the building was 
a one-purpose building and that unless 
someone was willing to pay a large price 
for the real estate alone, the return on the 
property would have to come mostly from 
the theater business, because the building 
was not readily convertible to any other 
use. The present lessee would be willing 
to pay $15,000 annual rental if the addi- 
tional store rooms were put in, and no 
better offers were found. This was con- 
sidered a fair rental for theater property 
of comparable seating capacity, and the 
lessee was a responsible person. It was 
therefore decided to compute the value by 
capitalizing the anticipated gross earnings 
of the property and compare the value so 
computed with values otherwise computed. 
The appraisers felt that in view of the type 
of property and its location, a gross return 
of 15 per cent per annum would be about 
what should be expected. If the $15,000 
annual rental is considered to be 15 per 
cent of the value of the property, the value 
of the entire property would be approxi- 
mately $100,000. However, to produce this 
rental would require an expenditure of 
$30,000, whereas the amount to be obtained 
from the condemnation award, over and 
above the estimated $21,000 awarded for 
the land to be taken, was only $24,000. 
Thus it would require an additional $6,000 
investment in the building to produce the 
$15,000 annual rental. 


Taking all of the above factors into con- 
sideration, the appraisers appraised the 
entire property at $95,000. It was then sug- 
gested that the real estate and the buidling 
also be appraised separately, so there would 
be no dispute as to the basis for claiming 
depreciation on the income tax returns. In 
order to arrive at the proper allocation 
between land and buildings, the appraisers 
first averaged the various front-foot values 
of the land given by the witnesses in the 
condemnation proceeding, the front-foot 
selling price of the unimproved lot on the 
same street that had been sold within the 
past two years and the appraisers own 
estimates of front-foot values, and arrived 
at a value of $850 per front foot for the 
land. Multiplying this by the 77-foot real 
estate frontage before the condemnation 
gave a total value on the land of $65,450. 
The land was then appraised at $65,000 and 
the building at $30,000. This seemed to be 
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a reasonable valuation and one that could 
be supported by the evidence available if 
necessary. This allocation was, of course, 
considerably out of line with the ratio of 
assessed values of the land and buildings, 
but it was also apparent that the building 
could not be reproduced for anywhere near 
$30,000, so this allocation was thought to 
be fair. 


Unfortunately, it is not often that you 
have as much evidence of value available 
as was present here, such as sales of similar 
real estate, condemnation proceedings and 
an agreeable lessee. The revenue agent 
who made the field audit thought the value 
should be higher, based on capitalization 
of the rental alone, but he did not change 
the value after hearing the other evidence. 
It was also pointed out to him that the 
appraisers had not taken into consideration 
that the property would be subjected to a 
paving assessment of about $3,000 in the 
immediate future. 


Valuation of Stocks and Bonds 


In the case of stocks and bonds which 
have a wide market and are traded on an 
exchange, no great difficulty arises in es- 
tablishing the value thereof. The Regula- 
tions state that the mean between the 
highest and lowest sales prices of the item 
on the exchange on the valuation date shall 
be considered the fair market value. If 
there were no sales on the valuation date, 
the difference between the mean sales price 
of the item on the nearest date before and 
the nearest date after the valuation date 
should be prorated to the valuation date by 
adding the prorated difference to the mean 
price on the nearest date prior to the valua- 
tion date. It is possible that the operations 
of a pool or some other factor might make 
the market an unfair market on the valua- 
tion date and the selling price on that date 
not a true indicium of value of the stock 
on that date. There have been decisions 
which placed a value on listed securities 
lower than the quoted prices on the valua- 
tion date. However, such a situation does 
not occur often. 


Another situation in which the quoted 
prices may not control is when the dece- 
dent’s stock constitutes a large block of the 


corporation’s total stock. It is argued that 
dumping such a large block of stock on 
the market would depress the market, and 
the stock could not all be sold at the cur- 
rent market price. The economic theory 
of the so-called “blockage rule” has been 
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accepted by the courts in some cases, but 


the theory alone will not suffice. Expert 
testimony concerning a number of other 
factors entering into value must be presented. 


The valuation of unlisted securities of a 
close corporation presents a much more 
difficult ptoblem, and one which probably 
creates more argument between legal rep- 
resentatives of estates and the taxing au- 
thorities than any other valuation problem. 
Section 811 (k) of the Internal Revenue 
Code was added in 1943. It requires con- 
sideration of the sales price of listed securi- 
ties of corporations engaged in the same or 
a similar line of business in determining 
the value of unlisted securities. This pro- 
vision recognizes, however, that all other 
factors should also be considered, and quite 
often there is no listed security of a cor- 
poration which could be considered similar 
to the stock of the particular corporation 
under consideration. The regulation deal- 
ing with valuation of unlisted securities re- 
quires consideration of actual sales prices 
of the security if there have been sales 
within a reasonable time before or after 
the valuation date; bid-and-asked prices, 
if any; the sales price of listed securities 
of corporations engaged in a similar busi- 
ness; or, in the absence of these factors in 
the case of stock, the value, arrived at on 
the basis of the company’s net worth, earn- 
ing power, dividend-paying capacity and all 
other relevant factors having a bearing on 
the value of the stock. 


Generally speaking, there are four meth- 
ods of valuing unlisted securities where 
there are no sales, no bid-and-asked prices 
and no listed securities of similar businesses 
to consider, namely, capitalization of the 
company’s estimated future earnings, capi- 
talization of estimated future dividends, 
asset or liquidating value reflected in the 
balance sheet and, finally, book value. All 
of these methods should usually be con- 
sidered, but there are many variables in 
the application of the methods which leave 
room for argument, such as the rate of 
capitalization in various businesses. Fur- 
thermore, the values arrived at by any one 
of the above-mentioned methods of valua- 
tion should often bear much greater weight 
in valuing a particular stock than it would 


in valuing another stock. The application of 


these principles is illustrated below. 


Item 3—One Hundred Shares of Ameri- 
can Telephone and Telegraph Company 
Stock.—This stock should be appraised at 
$15,625, or $156.25 per share. This figure 
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is obtained by taking the mean between the 
highest and lowest quoted selling prices of 
this stock on the stock exchange on the 
day before the valuation date and the day 
after the valuation date and by subtracting 
one half the difference between such mean 
prices from the mean price of the stock on 
the day before the valuation date. Dece- 
dent died on January 1 and the stock 
exchange was closed on that day, so the 
difference between the two mean prices 
must be prorated to the valuation date. If 
the mean price on the date prior to the 
valuation date is higher than the mean price 
on the date after the valuation date, the 
prorated difference is subtracted from the 
price on the date prior to the valuation 
date. If it is lower, the difference is added. 


Reference to the quoted prices on the 
New York Stock Exchange indicates that 
on December 31, 1951, the high on Ameri- 
can Telephone and Telegraph Company 
stock was 156% and the low was 156%, the 
mean price between the high and low being 
1563%. On January 2, 1952, the high was 
156% and the low was 155%, the mean 
price on January 2, 1952, being 156%. The 


- difference between the two mean prices was 


one quarter of a point. Inasmuch as both 
dates are one day removed from the valua- 
tion date of January 1, 1952, one half of 
the difference between the two mean prices, 
or one eighth of a point, should be sub- 
tracted from the mean price of December 
31, 1951, to give you a value of 156% on 
the valuation date. 


There are no other problems with the 
valuation of this security because it rep- 
resents a small portion of the shares of 
this corporation traded on the exchange 
every day and the sale of 100 shares would 
not be likely to influence the market at all. 


Item 4—Fifteen Hundred Shares of X 
Coal Company Stock.—The valuation of 
this stock represents the most difficult prob- 
lem of valuation in my hypothetical estate. 

It would appear that this block of stock 
is by far the largest asset of the estate 
and is also the asset that would be most 
difficult to sell and the one that the bene- 
ficiaries would be least willing to dispose 
of. Also, it is the type of asset the taxing 
authorities are most apt to scrutinize closely 
and, because of the number of shares held, 
any increase in, valuation would have seri- 
ous tax consequences. A short review of 
the history of the corporation and its finan- 
cial status is important in arriving at a 
fair valuation of this stock. 
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This company had been formed by dece- 
dent’s family in 1912 and had been man- 
aged and controlled by his family since 
that time. Decedent was president of the 
company at the time of this death, and his 
two sons were actively engaged in the busi- 
ness. Decedent owned 1,500 of the 4,000 
shares of the capital stock outstanding, and 
members of his immediate family and other 
close relatives owned about 2,000 additional 
shares. The company was an operating 
coal company. 


The balance sheet of the company as of 
December 31, 1951, indicated current assets 
of approximately $2,000,000, including in- 
vestments in its subsidiary sales company 
of $200,000, in its subsidiary land-holding 
company of $100,000 and in another operat- 
ing coal company of $200,000. Its accounts 
receivable totaled $375,000. Its plant and 
equipment were carried on the balance sheet 
at $900,000 before depreciation, and its 
other fixed assets and prepaid expenses 
totaled $300,000, for a total asset figure of 
$3,200,000. The current liabilities, includ- 
ing accrued income tax, totaled $325,000. 
Its depreciation reserve was $450,000, and 
it carried an account for percentage deple- 
tion in excess of cost at $800,000. The 
capital stock was carried at $400,000, and 
the balance of $1,225,000 was in other 
reserves and surplus. 


The average net earnings of the company 
after taxes over the ten-year period immedi- 
ately preceding decedent’s death had been 
$102,000 per year, with the average during 
the last five years being $150,000 per year. 
The dividends paid during the past ten 
years averaged $28,000 and, during the past 
five years, had averaged $40,000. Prior to 
1941, except for the war and postwar years 
of 1918 to 1921, the company’s earnings had 
been quite low. It had attempted to main- 
tain a dividend record by paying dividends 
at times in loss years, but the average 
dividend rate prior to 1941 was about 2 
per cent. ‘ 


This stock was not listed on any ex- 
change, and there had been no sales of this 
stock in recent years except for a few iso- 
lated transactions where the decedent or 
some member of his family had purchased 
a few shares from other estates at par. 
Several hundred shares of this stock had 
been included in the estate of decedent’s 
mother, who died in 1946, and had been 
appraised at $125 per share but increased 
in the final settlement of the estate tax 
liability to $200 per share. 
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After considering all of the above facts, 
making a detailed analysis of the balance 
sheet and discussing the prospects of the 
company with its operating officers, the 
appraisers fixed a value of $250 per share 
as the fair market value of this stock on 
the date of death. In applying the above 
facts the appraisers gave consideration to 
the following facts in valuing this stock: 


The liquidating value of the company 
might be considered to be approximately 
$2,100,000, or over $500 per share, being 
the value of the assets, exclusive of the 
plant and equipment, less the current lia- 
bilities and plus some salvage value on the 
plant and equipment. However, included in 
the assets are accounts receivable totaling 
$375,000 which might not be collectible in 
full, investments in subsidiary companies 
which might not be worth book value, par- 
ticularly the investment in the land-holding 
company which would have no lessee if the 
operating company went out of business, 
and real estate owned by this company 
having a book value of $135,000 which could 
probably not be realized in a liquidation 
sale. Also included in the above liquidat- 
ing value is salvage value of about $150,000 
on the plant and equipment. The deprecia- 
tion reserve on plant and equipment indi- 
cates that the plant and equipment are about 
50 per cent depreciated, and it is doubtful 
that the expense involved in attempting to 
salvage anything except some of the move- 
able equipment and possibly the rails would 
warrant the effort. Therefore, the liquidat- 
ing value would actually. be considerably 
less than the balance sheet alone would 
indicate. 


Furthermore, the stock involved is stock 
of an operating coal company, and it should 
be valued as a going concern. There was 
very little likelihood that the company 
would be liquidated in the foreseeable future 
or that all of its assets would be sold as 
a going concern. There are also many 
other factors that would be considered by 
anyone interested in buying controlling in- 
terest in this company. Fair market value 
has been defined by the courts as “the value 
of the property in money as between one 
who wishes to purchase and one who wishes 
to sell; the price at which a seller willing 
to sell at a fair price, and a buyer willing 
to buy at a fair price, both having reason- 
able knowledge of the facts.” (Phillips v. 
U. S., 1926 CCH Sranparp Tax Reports 
7052, 12 F. (2d) 598 (DC Penn.).) It 
must certainly be assumed that anyone 
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wanting to buy controlling interest in an 
operating coal company will have a thor- 
ough knowledge of all the factors which 
should be considered in fixing a price for 
the stock. 


Probably the first thing that would be 
considered by a prospective buyer having 
knowledge of all the facts, after looking 
into the condition of the plant and equip- 
ment, the quality of the coal, the coal re- 
serves, etc., would be the earnings record 


and the prospects of future earnings. A . 


revenue agent would immediately average 
the earnings over the five years preceding 
the valuation date and capitalize these aver- 
age earnings at possibly 10 to 12% per 
cent in the case of a coal company. On the 
other hand, an investor in coal properties 
would insist on a much higher rate of capi- 
talization, probably between 15 and 20 per 
cent. This is because the past history and 
experience of the coal industry generally, 
and of this company in particular, would 
be taken into consideration. The coal in- 
dustry is generally considered an extremely 
hazardous business for investment of capi- 
tal, and a purchaser of an operating coal 
company stock would pay only as much 
for the stock as he could expect to get 
back, with some profit, in a short period 
of time. Investors know that the coal 
industry has more bad years than good 
ones.and that when a number of good years 
have recently been enjoyed, the prospects 
are that bad years are not too far off. The 
fact that a coal company has had a few 
good years in the immediate past is not 
sufficient to establish a market for its stock 


based on earnings during those few good 


years. 

The history of the industry, and of this 
company particularly, indicates that good 
profits are made during war years and for a 
short period thereafter and that then there 
is a long period of meager profits or losses. 
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At the date of decedent’s death this com- 
pany had had ten good years, as had most 
of the industry. However, while coal prices 
had been dropping in the past year, the 
cost of production had been steadily in- 
creasing. Wages, which comprise a large 
part of the cost of mining coal, were at 
their highest, and there was a greater prob- 
ability that they would be increased than 
decreased. During the years immediately 
past, the demand for coal had been great 
and the increase in cost could be absorbed 
in an increase in selling price, provided 
the Price Stabilization Board would allow 
it. But in the past year the market had 
become competitive, prices were decreasing 
while costs remained high, few operating 
companies were able to operate on a full 
five-day week and the marginal producers 
were beginning to drop out of the picture. 
Furthermore, the coal business is very 
hazardous because—with a large overhead— 
faulty seams, mild weather, prolonged strikes 
and numerous other factors which curtail 
production can operate to produce a large 
deficit in a relatively short time, whereas 
only world-wide catastrophes normally pro- 
duce periods of high profits. 


In view of these and other factors, an 
investor in coal properties, in considering 
earnings, would not only look at the earn- 
ings over a ten- to 20-year period but 
would also be willing to pay for the stock 
only such amount as he could reasonably 
expect to get back in a relatively short 
time. If the earnings of the past five years 
of this company were capitalized at a rate 
of 10 per cent, that is, as a ten-year pur- 
chase, the indicated value would be $375 
per share. However, if the earnings for 
the past ten years are capitalized at 20 
per cent as a five-year purchase, the indi- 
cated value would only be about $127 per 
share. ‘If the average earnings over a 2(- 
year period were used, even if capitalized 
as a ten-year purchase, the indicated value 
would have been about $140 per share, or. 
capitalizing the average earnings of the 
last ten years as an eight-year purchase, 
the indicated value would be $203 per share. 
The average earnings over the past ten 
years was $102,000 per year which, divided 
by 4,000 shares, would give average annual 
earnings per share of $25.40. If the in- 
vestor were willing to pay what he could 
expect the company to earn in eight years 
and he thought ‘the average earnings during 
the next eight years would equal the average 
earnings over the past ten years, he would 
be willing to pay eight times these average 
earnings, or $203.20 per share. 
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However, the earnings are not the only 
other factor such a purchaser would con- 
sider. He would realize that he could 
hardly expect to get his investment back 
out of earnings—instead it would have 
to come out of dividends the company could 
afford to pay without endangering its finan- 
cial position. He would investigate the need 
for retaining earnings in the business. His 
investigation in this instance would indi- 
cate that the company had been unable to 
replace all of its worn-out equipment since 
the war. He would also realize that the 
depreciation reserve for replacing such equip- 
ment, being based on the original cost prior 
to the war, was entirely inadequate to pay 
for new replacement equipment at present- 
day prices. He would also discover that 
the company was faced with the prospect 
of having to install additional equipment to 
prepare its coal better for a competitive 
market and also that the company had 
mined its better and more accessible coal 
during the war and before too long would 
have to develop new mines in order to 
maintain production. All of these factors 
would tend to curtail the amount of earn- 
ings available for distribution in dividends. 
It would appear that during the profitable 
recent years the company management had 
been fairly conservative in declaring divi- 
dends and had established some reserves 
for these contingencies but that prudent man- 
agement would require a continuation of 
this policy to some extent. The dividends 
paid by the company during the past five 
years had averaged $10 per share and dur- 
ing the past ten years had averaged $7 per 
share. He might reasonably expect that 
if earnings continued to be high, he could 
expect to receive annual dividends of be- 
tween $10 and $20 per share. If he wanted 
to capitalize past dividends as a ten-year 
purchase, he would be willing to pay only 
$70 to $100 per share plus something for 
the liquid surplus already on hand. How- 
ever, if he capitalized dividends, it might 
be anticipated that on a ten- to 15-year 
purchase basis he would be willing to pay 
somewhere around $200 per share for the 
stock. 


Taking all of the above factors into con- 
sideration, such as the history of the com- 
pany and the coal industry generally and 
the prospect for the future, the company’s 
present net worth and liquidating value, 
the earnings record, the dividend record, the 
prior valuation and others, the appraisers 
concluded that the fair value of this stock 
would be $250 per share. When advised 
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of the provision in the estate tax law to 
the effect that in the absence of bid-and- 
asked prices consideration should be given 
to the value of stock of corporations en- 
gaged in the same or a similar line of busi- 
ness which are listed on an exchange, the 
appraisers felt that the few coal company 
stocks listed on any exchange were stocks 
of companies so dissimilar to this one that 
a comparison would be of no value. 


Item 5—Twenty-five Shares of Y. Coal 
Company Stock.—Touching briefly on the 
value of the 25 shares of Y Coal Company 
which decedent held at the time of his 
death, we will assume that all the factors 
considered above in connection with X 
Company also applied to Y Company, ex- 
cept that decedent held a very minor inter- 
est in Y Company and there had been no 
previous valuation of Y Company stock 
for estate tax purposes. Despite the simi- 
larity of the two companies the appraisers 
felt that because decedent had no voice in 
the management of the company and there 
was practically no market for the stock, 
a willing purchaser would only pay as much 
for this stock as he could expect to get 
back in dividends in a reasonable period. 
He could not force liquidation of the com- 
pany nor a Sale of its assets, and he had 
to rely on the controlling interest for the 
amount of his dividends. They therefore 
capitalized the dividends for the past five 
years as a ten-year purchase, and, giving 
some weight to the prospect that the com- 
pany would probably be able to maintain an 
even higher dividend rate for several years 
at least in view of its rather good cash 
position, and also giving some weight to 
the earnings record and net worth of the 
company, they concluded that this stock 
was worth $150 per share. 


If these two stocks were actually held 


by the same estate, an internal revenue 
agent would probably insist that’the value 
of the two stocks was the same, being 
the higher value. I have used this situa- 
tion here to point out that you must not 
only consider earnings, dividends, net worth 
and other methods of valuation but that 
you must also determine how much weight 
to give each method of valuation under a 
given set of circumstances. I believe there 
is a good argument to justify the difference 
in importance given to the various methods 
of valuation by the appraisers in this sit- 
uation. 


Item 6—Forty Shares of Z Motor Sales 
Company.—The 40 shares of $100 par value 
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stock of Z Motor Sales Company present 
a problem because of an unusual situation 
which has a definite bearing on its value. 
The company had been formed in 1946 with 
a capital of $15,000 consisting of 150 shares 
of common stock. Two of the other incor- 
porators held 40 shares each and the third 
held 30 shares. The business of the com- 
pany was the sales and servicing of trucks 
which it operated under an exclusive sales 
franchise but which could be cancelled at 
any time by the manufacturer and could 
be transferred only with the consent of the 
manufacturer. 


The company sold most of its trucks to 
the state road commission and enjoyed four 
quite profitable years between 1946 and 
1950. In 1950 the business dropped off 
considerably, and it operated at a slight 
loss in 1951. It had paid large dividends 
percentagewise in the profitable years but 
still had a liquidating value of $400 per 
share as of December 31, 1951. The man- 
agement was afraid the franchise would be 
cancelled when the state road commission 
started buying other makes of trucks in 
1950 and the business dropped off. An 


offer had been received during the year 


1951 to buy all the assets for $60,000 less 
taxes, which would have netted the share- 
holders about $375 per share on liquidation. 
The management had not accepted this 
offer, hoping that the business would pick 
up, but it had not done so and the prospects 
were not good at the end of 1951. 


Using a combination of the various meth- 
ods of valuations without weighing them 
would indicate a value of about $900 per 
share, because most of the years since the 
company had been in existence had pro- 
duced large earnings and large percentage 
dividends had been paid. However, this 
would not reflect the prospective earnings 
of the company as its prospects were very 
meager at best, and nil if the franchise were 
cancelled. The appraisers therefore disre- 
garded the earnings and dividend record 
and appraised the stock at its liquidating 
value of $400 per share. This valuation was 
accepted in settlement of the estate tax 
liability. There are decisions which support 
the theory that capitalization of abnormal 
earnings and dividends is not a fair method 
of valuation. 


Item 7—Jointly Owned Property.—Both 
the West Virginia inheritance tax law and 
the Internal Revenue Code specifically re- 
quire inclusion of jointly owned property in 
the gross estate of a decedent, except to 
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the extent that contribution thereto can be 
proven by the survivor or the joint interest 
was acquired by the survivor by gift, in- 
heritance, etc., from someone other than 
decedent. The Regulations state that the 
entire property is prima facie a part of the 
decedent’s gross estate. The West Virginia 
law, however, makes an exception of the 
first $2,500 of a joint bank account in the 
name of decedent and any of his class 
(a) relatives. This asset was inserted in 
the estate to illustrate the difference be- 
tween the federal and state tax laws as to 
this type of asset. 


Decedent had a joint checking account 
in the name of himself and his wife at a 
local bank in which there was a balance 
of $3,500 at the date of death. The widow 
was entitled to the entire account after dece- 
dent’s death. She had had no independent 
income, so there was no chance of proving 
that she had contributed her independent 
funds to the account. The entire balance 
should therefore be reported on the estate 
tax return, but because of the exception in 
the inheritahce tax law above mentioned, 
only the balance at the date of death less 
the $2,500 exemption, or $1,000, should be 
reported on the inheritance tax return. 


If it can be shown that there are checks 
outstanding in payment of accounts which 
are not deductible from the gross estate 
for death tax purposes, the balance shown 
on the bank statement should be reduced 
by the amount of such checks. 


Importance of Returning 
Correct Appraisal 


In my opinion it is much more prefer- 
able to return assets of a decedent’s estate 
at the values thereof determined by the 
appraisers on the official appraisal of the 
estate for both West Virginia inheritance 
tax and federal estate tax purposes. It is 
therefore important for the legal representa- 
tive of the estate to use care in selecting 
appraisers and to counsel with the appraisers 
concerning valuations before the appraisal 
is completed and filed. I believe both tax- 
ing statutes intend to base the tax levied 
thereby on the same values, that is, the 


.fair market value on the date of death, 


except when the optional valuation date 
is used for the federal estate tax. In the 
absence of West Virginia inheritance tax 
regulations and decisions indicating the 
methods to be used and factors to be con- 
sidered in arriving at that value, the federal 
Regulations and decisions would probably 
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be used as a guide in determining values 
by the West Virginia courts. Fair and 
actual values should be reported on both 
returns despite the fact that it oftentimes 
becomes necessary to compromise on values 
in settlement of the estate tax liability and 
the temptation is great to have a low figure 


to start with. Neither the government 
agents nor the courts will give much con- 
sideration to obviously low valuations re- 
ported on the estate tax return, and if the 
appraised values are obviously low, you 
will lose all benefit of the prima-facie evi- 
dence of their correctness. [The End] 


Relations Between the Corporation 


and Its Officers and Employees 


By ROBERT LLOYD, Certified Public Accountant 
Member, Peat, Marwick, Mitchell and Co., Greensboro, North Carolina 


‘ 
T HE essential relations between a corpo- 
ration and its officers and employees, 
stated in the simplest terms, require the 
officers and the employees to perform serv- 
ices for which they shall be compensated 
by the corporation. Compensation for serv- 
ices rendered is the most common form of 
income and has generated more income tax 
litigation than any other subject, either through 
taxation to the recipient or the allowance 

of a deduction to the employer. 


To cover the entire subject of compensa- 
tion would involve the whole multitude of 
problems dealing with reasonableness, back 
pay, constructive receipt, long-term com- 
pensation and other matters too volumni- 
ous to discuss here. My purpose is to discuss 
the problems encountered in supplementing 
ordinary salaries and wages. 


Methods of compensation have varied with 
the changing economy. In the days. before 
the Industrial Revolution, bargaining for 
human skill and energy was a simple mat- 
ter. The entrepreneur made all of the im- 
portant decisions which were executed under 
his direct supervision. The worker was 
usually a skilled artisian whose only in- 
centive was his pride in his work. 


As the Industrial Revolution moved from 
France to England and then to the United 
States, we see the profit-sharing plans devel- 
oping. The first profit-sharing plan is said 
to have been adopted in France about 1820. 
Subsequently, a great number of plans were 
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established in France and Great Britain, and 
they appeared in the United States during 
the late 1860’s and 1870’s. Most of these 
plans existed only a short time. In 1899 a 
study revealed that there were 109 plans in 
France, 94 in Great Britain, 23 in the United 
States and 96 in other countries. 


During the first two decades of the twen- 
tieth century, 92 plans are known to have 
been started in the United States, including 
the United States Steel. Corporation fund 
in 1911 and the American Telephone and 
Telegraph plan in 1913. Insurance companies 
first offered contracts for pensions in the 
early 1920's. 


As the ownership of industry spread out 
on a broader base to include many stock- 
holders not directly employed in the busi- 
ness and, in many cases, not- capable of 
successfully directing its affairs, a type of 
professional management came into being. 
In our present business world most large 
corporations’ affairs are in the hands of a 
Management group controlling only a very 
small proportion of the ownership of the 
business. These developments, coupled with 
the Sixteenth Amendment, have created a 
situation where any present-day enterprise 
may be said to be a joint venture composed 
of labor, management, capital and the United 
States Treasury Department. 


With the growth of the number of aged 
persons and the depression of the 1930's, 
many proposals came forth. About this time 
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Francis W. Townsend asserted that every 
person over the age of 60 or 65 had a “right” 
as a senior citizen to receive $100 to $200 a 
month if he retired, provided he spent his 
allowance within a month to keep the money 
in circulation. His plan was ridiculed as 
purely emotional and political. But today 
a large segment of our population is covered 
by some type of pension plan, either through 
Social Security Act benefits, industrial pen- 
sion plans, United States and state civil 
service plans, teachers’ annuities or the 
like. We are not far from reaching Mr. 
Townsend’s Utopia. 


On the executive and managerial level the 
development has been along somewhat dif- 
ferent lines. In the earlier days, the executive 
usually was paid at a rate sufficient for him 
to provide for his own retirement. If an 
employer needed to give management an 
incentive, the reward was made through 
the simple expedient of increasing salaries 
or paying bonuses. Bethlehem Steel, for 
example, paid Eugene Grace a salary of 
$12,000 for 1929, but his bonus for three 
years amounted to $3,470,789. 


The upward spiral of income tax rates. 
and the cost of living placed many rising 
executives in precarious positions. There 
was little left to invest for old-age security, 
and, more important, there was a lack of 
incentive to put forth the effort to get good 
results if there was no reward left after 
taxes. The only answer was to seek taxa- 
tion at preferential rates or at times when 
the tax would be less burdensome to the in- 
dividual. It has been found to some extent 
in capital-gain devices and taxation schemes 
generally falling in the categories of pension 
and profit-sharing plans, deferred compensa- 
tion plans and stock-options. 


The development of pension plans under 
the provisions of the taxing statutes illus- 
trates the flexibility of our taxing system 
and the constantly changing concept of tax- 
able income. Prior to 1921 the subject was 
in confusion. In general, it may be said 
that the employee was immediately taxable 
with respect to amounts contributed to a 
pension fund, unless the eventual receipt 
thereof to him was too remote to be treated 
under the doctrine of constructive receipt. 
The employer, the employees or the trust 
itself was required to pay income tax on 
the income of the trust. 


Several amendments were made over the 
next 18 years so that, by 1938, an employer 
maintaining a pension trust for his employees 
was allowed deductions for contributions 
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during the taxable year to cover pension 
liabilities accruing during the year and rea- 
sonable additional amounts which were re- 
quired to be apportioned for the purpose 
of the deduction over the ten-year period 
beginning with the year the payment was 
actually made. Deductions which were not 
deductible under Section 23(p) might be 
allowed under Section 23(a) as ordinary 
and necessary business expenses. Such a 
deduction was denied by an amendment 
effected by the Revenue Act of 1942 in the 
following language: 


. such contributions or compensation 
shall not be deductible under subsection (a) 
but shall be deductible, if deductible under 
subsection (a) without regard to this sub- 
section, under this subsection but only 
to the following extent. .. .” 


This quoted portion of the law has ap- 
peared in the press as illustrating the com- 
plexity of federal income tax law, but it is 
comparatively simple reading now that we 
have the excess profits tax law. 


Contrary to the view shared by many 
businessmen, the Revenue Act of 1942 did 
not provide a new or enlarged deduction 
for corporations with respect to pension- 
plan contributions. It placed major limita- 
tions and restrictions upon pension trusts 
for the prevention of tax avoidance. The 
publicity given to the hearings through articles 
in the press, trade magazines and other pub- 
lications tended to focus attention upon such 
plans at a time when high tax rates were 
causing corporate taxpayers to search in 
every nook for tax deductions. Trust de- 
partments of banks and life insurance com- 
panies promoted the idea for obvious reasons. 


The Revenue Act of 1942 tightened up the 
pension-trust provisions, and the Commissioner 
promulgated regulations which construe the 
provisions of the law very strictly. Some of 
the rules included in the Regulations have 
been tested in the courts, but litigation on 
many of the points will continue for years. 


Requirements and Limitations 
of Qualified Plan 


The requirements and limitations of a 
qualified plan include, in general, the fol- 


‘lowing: 


(1) There must be a definite written pen- 
sion, profit-sharing or stock-bonus plan, and 
the trust must be a part of the plan. 


(2) The plan must be formed and availed 
of for the exclusive benefit of the employees 
and their beneficiaries, and the employees 


547 


must be notified of their respective partici- 
pation, or right to participate, in the plan. 


(3) The plan must be intended to be 
permanent. The employer may reserve the 
right to discontinue contributions, but it 
must be impossible for the employer to re- 
cover any contributions to the trust until 
all of the obligations of the trust to the 
beneficiaries have been met. 


(4) The plan must benefit employees gen- 
erally and not discriminate in favor of em- 
ployees who are stockholders, officers or 
highly compensated employees. 


(5) The plan must cover either 70 per 
cent Or more of al! the employees or 80 
per cent or more of all the eligible employees 
if 70 per cent are eligible to participate. 
Certain employees may be excluded because 
of short length of service, seasonal employ- 
ment and the like. 


In very general terms, the deduction for 
the employer under Section 23(p) is limited 
to 5 per cent of the total compensation of 
all covered employees in the case of an ex- 
empt pension trust or annuity plan and to 
15 per cent of such compensation in the 
case of an exempt profit-sharing trust. 
Additional allowances may be made if the 
actual cost of the plan is more. 


3y regulations the Commissioner attempted 
to define in negative terms what is meant 
in the Code by the term “benefit of share- 
holders.” It was stated in I. T. 3674 that 
a plan would not be considered discrimi- 
natory if contributions required for the bene- 
fit of employee-stockholders, each of whom 
owns 10 per cent of the voting stock, do 
not exceed 30 per cent of the contributions 
for all participants under the plan. The Tax 
Court refused to follow this rule in Volcken- 
ing, Inc., CCH Dec. 17,277, 13 TC 723 (1949), 
where 50 per cent of the contributions bene- 
fited the two stockholder-employees who 
owned all of the stock. The court held 
that the contributions bore a reasonable 
relationship to the basic rate of compensation. 
The Commissioner acquiesced. 


On the whole, when the complexities 
of the provisions of the law are considered, 
relatively few cases on this subject have 
reached the courts. Many writers and lec- 
turers predicted that the courts would be 
flooded with cases. 


A profit-sharing plan must contain a clear 
and precise predetermined formula for de- 
termining the profits to be shared and a 
definite, predetermined formula for distrib- 
uting the funds accumulated under the plan, 
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such as after a fixed number of years, at the 
attainment of a prescribed age, illness, dis- 
ability, retirement, death or severance of 
employment. 


The amount attributable to an employee’s 
contributions which is distributed to him 
by a tax-exempt trust is taxed to him as 
an annuity under Section 22(b)(2). The en- 
tire amount received by him from funds 
contributed by the employer is taxable 
income. 


In addition to accomplishing the purpose 
of deferring the taxation of income to years 
of retirement, the tax burden was made 
lighter by providing that long-term capital- 
gain rates apply where an employee is sepa- 
rated from his employment and his entire 
share is paid to him in one taxable year. 
The Revenue Act of 1951 amended this 
provision with respect to distributions from 
trusts which include securities of the em- 
ployer corporation. Any unrealized appre- 
ciation attributable to securities of the 
employer corporation included in the dis- 
tribution is excluded from the employee’s 
income in the year of distribution and is 
subject to tax only when the securities are 
sold or otherwise disposed of in a taxable 
transaction. 


There are more than 10,000 such plans, 
approved by the Bureau of Internal Revenue, 
in effect for the benefit of some 5,000,000 
employees. Such plans have many different 
types of provisions designed to meet indi- 
vidual conditions and situations. Aggregate 
assets of the formally funded industrial 
plans exceed $7,000,000,000, which are about 
equally divided between various types of 
insurance company contracts and segregated 
trust funds. 


Obviously, employee pension and profit- 
sharing plans are a partial solution to the 
problem of compensating management, but 
the restrictive provisions of the taxing stat- 
utes limit their application as a means of 
substantially increasing the level of execu- 
tive compensation. 


Employee Stock Options 


Employee stock options present another 
possibility for substantially increasing man- 
agement’s reward. The employee is merely 
given an option to purchase stock of the 
employer at or below the prevailing market 
price at the time the option is granted. The 
facts in any particular situation may deter- 
mine whether the transaction involves 
compensation, a capital-stock contract purely 
proprietary in all respects or a hybrid com- 
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bination. While the option costs the optionee 
nothing in money, the consideration which 
he is usually required to furnish is an agree- 
ment to remain in the employ of the offeror 
for a period of time, at least until he exer- 
cises the option. 


Until 1950 the tax treatment of the em- 
ployee’s income and the employer’s deduction 
with reference to such options involved only 
the general provisions of the taxing statutes, 
since there were no specific provisions in 
the law. A review of the cases discloses that 
both the Commissioner and the taxpayers 
were inconsistent in their arguments, their 
views depending upon whose tax liability 
was at stake. If the employer’s tax was 
under investigation, the Commissioner might 
argue that no compensation of the employee 
was involved but that the transaction was 
merely one between a corporation and a 
present or prospective stockholder. On the 
other hand, if the Commissioner was attempt- 
ing to collect a tax from the employee, he 
argued that the transaction arose only be- 
cause of the employer-employee relationship. 


Smith Case 


On February 26, 1945, the Supreme Court 
decided the famous Smith case, holding that 
the excess of the market price of the optional 
stock at the time Smith exercised his op- 
tion over the option price paid by Smith 
constituted compensation taxable as ordinary 
income. The Court further stated that “when 
the option price is less than the market 
price of the property for the purchase of 
which the option is given, it may have present 
value and may be found to be itself compen- 
sation for services rendered.” 


After the Smith case, the Commissioner 
adopted the position that all bargain pur- 
chases by employees from their employers 
constitute compensation, presumably whether 
or not the parties intended them to be so 
by express contract or necessary implication. 
Compensation is not paid by giving an em- 
ployee a stock option but comes into exist- 
ence at the time the employee exercises 
the option. Accordingly, assuming that the 
parties accept the provisions of the amended 
regulations as controlling, the employee con- 
trols the timing of the transaction. The 
employer corporation is entitled to deduct 
the amount of the compensation realized 
by the employee in the year in which the 
compensation becomes taxable, except in 
the case of “restricted stock options.” 


A new set of rules was established for 
certain employee stock options by the Rev- 


West Virginia Tax Institute 








enue Act of 1950. In the words of the Senate 
Finance Committee, “such options are fre- 
quently used as incentive devices by cor- 
porations who wish to attract new management, 
to convert their officers into ‘partners’ by giving 
them a stake in the business, to retain the serv- 
ices of executives who might otherwise leave, 
or to give employees generally a more direct 
interest in the success of the corporation.” The 
committee expressed the belief that the 
regulations resulting from the Smith decision 
go beyond the intent of the Supreme 
Court and have created uncertainty. 


The Revenue Act of 1950 for the first 
time gives partial recognition to the prob- 
lem. It provides for a “limited stock option” 
which, when properly exercised, may not 
result in the receipt of compensation by the 
employee, and no deduction for compensa- 
tion paid is allowed to the employer corpo- 
ration. A limited stock option is defined 
as one granted after February 26, 1945, by 
an employer corporation or its parent or 
subsidiary to an employee who does not 
own more than 10 per cent of the voting 
stock of the employer corporation, a parent 
or a subsidiary to purchase stock of any 
such corporation. The option price must 
be at least 85 per cent of the fair market 
value of the stock at the time the option 
is granted. Under an amendment, included 
in the 1951 act, the date of granting the 
option is not considered to be delayed by 
reason of the necessity for stockholders’ 
ratification. The option must be transferable 
only through the inheritance laws and must 
be exercisable only by the employee during 
his lifetime. The employee must be em- 
ployed by the corporation or its parent or 
subsidiary whose stock he has the option 
to acquire at the time he exercises the op- 
tion or within three months prior thereto. If 
the option is exercised, the employee must 
not dispose of the stock within six months 
from the time the stock is acquired or within 
two years from the date the option was 
granted. If the option price at the date 
the option was granted is at least 95 per 
cent of the market price at the date the 
option was granted and all other provisions 
are met, only capital gain will result upon 
sale of the stock by the employee. However, if 
the option price at the time the option was 


- granted was 85 per cent to 95 per cent of the 


fair market value, the employee must treat as 
compensation at the time he disposes of 
the option the difference between the fair 
market value and the option price, limited 
to the difference between the excess of the 
selling price over the option price. 
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The 85 per cent limitation was used by 
Congress in order to allow a 15 per cent lee- 
way in the case of stocks, not listed on ex- 
changes, where the fair market value is 
difficult to determine. The very nature of 
this valuation problem will prevent corpora- 
tions with unlisted stocks from attempting 
to secure the advantages of Section 130A. 
A review of such valuation cases arising in 
estate and gift tax controversies leads one 
to the conclusion that the result of any at- 
tempt to arrive at a figure which may be 
85 per cent of the fair market value as finally 
determined would be a matter of pure con- 
jecture, As a practical matter, the proposition 
is not attractive to the small business. Aside 
from the problem of meeting the 85 per cent 
limitation, the lack of a ready market for 
an unlisted or sparsely traded stock would 
discourage the employee from exercising 
his option. 


The period of gestation for stock options 
proved to be relatively short. The Revenue 
Act of 1950 was signed by the President 
on September 23, 1950. Within a period 
of less than nine months (to July, 1951) 
more than 75 major corporations had adopted 
option plans making available more than 
$400,000,000 in common stock to the officers 
and employees. It is interesting to note 
that many of the plans met with opposition 
from minority stockholders who felt that 
their equity was being diluted through the 
device. In at least one case, the option stock 
is almost 18 per cent of the outstanding 
common stock. Undoubtedly such options 
have been granted since July, 1951, by many 
more companies, and the list will grow to 
the point where the stock involved will be 
measured in billions of dollars. It should 
be noted in passing that exercise of such 
options will provide additional capital for 
the companies, even though it will tend to 
dilute present stockholders’ equities. 


Deferred compensation plans which bene- 
fit individual executives and which may not 
qualify under Section 165(a) usually turn on 
the question of whether the employee’s 
rights are forfeitable or nonforfeitable. If 
his rights are forfeitable, the employer may 
lose the right to any deduction. If his rights 
are nonforfeitable, the employee may be 
immediately taxable on the entire amount. 
There is an increasing trend toward em- 
ployment contracts on an individual basis 
not involving trusts whereby an executive 
agrees to render services in an active capac- 
ity for a period of years. The employer 
agrees to pay him a substantial salary during 
such years and a lesser salary for an addi- 
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tional period of semiretirement. The taxation 
of the income to the employee and the allow- 
ance of the deduction to the employer will 
be determined by the facts of each case, 
particularly whether there is a substantial 
and real condition attached to the payments 
during semiretirement, such as rendering 
advisory services, agreement not to compete 
and so forth. 


There were two other provisions of the 
Revenue Act of 1951 which are of interest 
in connection with compensation of employ- 
ees. One provision is of particular interest 
to small business. Section 22(b)(1)(B) ex- 
cludes from income amounts received under 
a contract with an employer providing for 
the payment of such amounts to the bene- 
ficiaries of an employee, by reason of the 
death of the employee, whether in a single 
sum or otherwise. The aggregate amounts 
excludible under all such contracts with 
any one employer may not exceed $5,000. 
The amounts so paid are allowed as deduc- 
tions to the employer corporation. 


Thus, it appears that a tax-free amount 
can be distributed by a corporation at a cost 
of from $3,500 to $900, depending upon the 
corporate tax rate. For example, for a cor- 
poration in the 52 per cent bracket, a dis- 
tribution of $5,000 would cost only $2,400, 
inasmuch as it receives a reduction in tax 
of $2,600 (52 per cent x $5,000). In order 
to effect this situation there must be a 
contract between the employer and employee 
prior to death. This probably could be done 
by a simple document or letter. In a closely 
held corporation this arrangement would 
seem to give opportunities of making dis- 
tributions at considerable tax savings. 


The limitation of $5,000 apparently applies 
to each corporate employer. Accordingly, 
the tax saving may be multiplied in cases 
where the employee is employed by several 
corporate employers. 


In addition to gaining the savings in in- 
come tax, the corporation can protect itself 
and, perhaps, even make a profit by taking 
out a life insurance policy on such employee, 
making itself the beneficiary thereof. While 
the premiums on this policy are not deduct- 
ible, neither are the proceeds taxable. 


Thus, until the cost of the above payment 
plus premiums paid is in excess of the pro- 
ceeds of the policy, there would be a profit 
to the corporation. If the employee is about 
40 years of age, it would take about 17 years 
before the company would reach the break- 
even point. The following example shows 
the results if a 40-year-old employee died 
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in the fifth or fifteenth year, assuming that 
the corporate tax rate is 52 per cent: 


Fifth Fifteenth 
Year 
$5,000 
2,100 


$2,900 


Proceeds 
Premiums paid 


Cost of payments to em- 
2,400 


Profit to company... $1,900 $ 500 


It is also understood that insurance com- 
panies are interested in this particular sec- 
tion for their own business purposes. 


The other provision contained in the 1951 
act has the earmarks of some expert lobby- 
ing. In order to take advantage of this plan 
you must find a taxpayer (1) who has been 
employed for more than 20 years by an 
employer, (2) who has a right to future 
profits or receipts of the employer under 
an employment agreement which has been 
in effect for at least 12 years, (3) who is 
entitled to such profits or receipts for a 
period of at least five years after the termina- 
tion of his employment or until his death 
and (4) who receives an amount in one 
‘taxable year of the employee after termina- 
tion of his employment in exchange for as- 
signment or release of his rights. If all of 
these conditions are met, the amount may 
be considered as received from the sale 
of a capital asset held for more than six 
months. If you cannot find such a taxpayer, 
it will take some long-range planning to 
take advantage of this plan and, in all prob- 
ability, your efforts will be frustrated by 
future acts of Congress. 


In this discussion any references to salary 
and wage stabilization have been avoided 
intentionally. Under the terms of the De- 
fense Production Act, as amended, the con- 
trols expire as of June 30, 1952. The steel 
strike casts doubt as to the future of such 
controls. 


It is interesting to note the effect of pen- 


sion plans on the employment practices of 
firms which have such plans. 


An article on the subject of “Utilization 
of Older Manpower,” by Harland Fox, ap- 
peared in the Harvard Business Review for 
November, 1951. Mr. Fox points out that 
of firms which do not have profit-sharing 
plans, 93 per cent keep on most or all hourly 
employees over 65, and 87 per cent of sal- 
aried employees over that age. On the other 
hand, of firms which have pension plans, 
only 33 per cent keep on most or all hourly 
employees over 65, and only 26 per cent keep 
on most or all salaried employees after 65. 

Mr. Fox further observes that “the ideal- 
ized picture of the typical American male 
as a clear-eyed, virile young man fearlessly 
facing the challenge of the frontier may have 


_ been partially accurate a century ago when 


half of the people in the nation were under 
19. But, difficult as it is to admit, that youth 
of 1850 has now been displaced by a 30- 
year-old man whose hairline is inexorably 
receding, whose waistline is just as inex- 
orably proceeding; for today half of our 
population is over 30.” 


The article points out that every day some 
2,700 pass the 65-year mark, and Mr. Fox 
concludes that “if current population trends 
continue, in not too many years the typical 
American male may well resemble the car- 
toonist’s version of a bearded Uncle Sam.” 


[The End] 


Relations Between the Corporation 


and Its Stockholders 


By WILLIAM K. CARSON, CPA 


Partner, Touche, Niven, Bailey and Smart, New York City 


N THE RELATIONS between a cor- 
poration and its stockholders the role of 
the tax adviser bears a distinct similarity 
to that of the family doctor. When the 
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birth of a corporation is imminent, he is 
usually called upon for advice, and such 
advice ordinarily culminates with his pres- 
ence at the meeting when the papers are 
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delivered. He is usually the person who 
prescribes the formula, gives helpful advice 
to the parent when children’s diseases strike 
and helps ward off trouble during the whole 
of the corporation’s life. Again, when death 
is imminent, his counsel and advice are 
sought. It is our purpose at this time to 
discuss some of’ the problems which can 
arise during the life span of a corporation. 


In the prenatal stage, the principal sub- 
ject of discussion between the tax adviser 
and the parents-to-be will concern the tax- 
ability of the formation of the proposed 
corporation. Reference to the Internal Rev- 
enue Code leads to Section 111 which pro- 
vides that the exchange of property for 
stock, which is necessary to give vitality 
to the corporation, will result in taxable in- 
come unless one of the nonrecognition pro- 
visions of Section 112 applies. One of the 
subsections, 112 (b) (5), applies generally 
to the formation of corporations, and the 
provisions of this section must be studied 
in conjunction with the proposed organiza- 
tion to ascertain their effect thereon. 


Ordinarily, in the formation of a new 
corporation, that is, one which is not the 
outgrowth of an existing corporation, the 
assets to be turned in for stock will have 
appreciated in value above their cost to the 
present owners. Even though the assets 
recorded in the books of account may be 
worth no more than their original cost (or 
other basis under Section 113), there will 
probably be a going-concern value or good 
will which will give to the stock of the cor- 
poration a present value higher than the 
aggregate of the basis of the assets turned 
in. By meeting the requirements of Section 
112 (b) (5), recognition of this gain is 
avoided. However, under the provisions of 
Section 113 (a) (6), the basis of the stock 
received, to be used in determining gain or 
loss on its disposition, equals the basis of 
the assets turned into the company. Thus, 
the tax on the exchange of assets for stock 
is not necessarily avoided; it is only post- 
poned until the occurrence of a taxable 
event. If the shareholder dies without dis- 
posing of the stock in a taxable transaction, 
however, the gain will never be recognized, 
since the basis of the stock is “stepped up” 
to fair market value at date of death. 


1G. C. M. 2862, VII-1 CB 161. 

2 Claude Neon Lights, Inc., CCH Dec. 9574, 
35 BTA 424 (1937) (acq.); G. C. M. 24415, 1944 
CB 219, rev'g G. C. M. 2862, cited at footnote 1; 
Portland Oil Company v. Commissioner, 40-1 
ustc { 9234, 109 F. (2d) 479 (CCA-1), aff'g CCH 
Dec. 10,452, 38 BTA 757 (1938). 
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If the corporation is to have only a single 
shareholder, the requirements which must 
be met to qualify the formation of the cor- 
poration as tax free under Section 112 (b) 
(5) are as follows: (1) The individual must 
transfer property to the corporation (2) in 
exchange solely for stock or securities in 
such corporation and (3) the individual 
must be in control of the corporation (4) 
immediately after the exchange. 


In case two or more persons transfer 
stock to the corporation, the nonrecognition 
of gain applies only if the amount of the 
stock and securities received by each is sub- 
stantially in proportion to his interest in 
the property prior to the exchange. 


We must first make sure that properties 
are transferred to the corporation. An in- 
teresting question arises when one or more 
of the subscribers to stock pay in cash 
and the others pay in properties. In spite 
of an early Treasury ruling’? to the con- 
trary, it is now well settled that cash is 
included within the term “property,” and, 
accordingly, such an exchange falls within 
the tax-free provisions of Section 112 (b) 
(5).2, In the Portland Oil case, the court ex- 
amined into the intent of Congress and 
concluded that in an instance where it was 
necessary to differentiate between money 
and other property, the statute did so. 
Therefore, it was reasoned that the failure to 
make a differentiation meant that money 
was to be embraced within the term “prop- 
erty” and, accordingly, that a transfer of 
money to a corporation for stock came 
within the nonrecognition provisions of 
Section 112 (b) (5). 


The word “transfer” has been applied 
very broadly in cases where there is a sub- 
scription of stock for cash followed by a 
sale to the corporation of assets for an 
amount substantially equal to the purchase 
price or vice versa. Although an early case * 
holds that the separate steps should be 
considered as independent transactions, the 


Tax Court effectively overruled this holding. 


in Heller; a case dealing with a reorganiza- 
tion under Section 112 (g), by stating, in 
reference to the Brackett® case: “That view 
is no longer held.” More recently, it has 
been held that the steps will be combined 


3’ Brackett and Ray, CCH Dec. 6090, 19 BTA 
1154 (1930), aff’g 1931 CCH Standard Federal 
Tax Reports { 9272, 57 F. (2d) 1072 (CCA-7). 

*CCH Dec. 13,325, 2 TC 371 (1943), aff'd 45-1 
ustc § 9169, 147 F. (2d) 376 (CCA-9). 

5 Cited at footnote 3. 
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to produce a tax-free transfer under Section 


112 (b) (5).° 


To be completely tax free, the exchange 
must be solely for stock or securities in 
the new corporation. Section 29.112 (g)-2 of 
Regulations 111 provides that where both 
stock and securities are issued to the trans- 
feror, the nonrecognition provision applies. 
But we must face the question of what types 
of obligations constitute securities, since 
the provisions of Sections 112 (c) and 112 
(e), referring to taxation of the receipt of 
property other than stock or securities, be- 
come applicable when a transferor receives 
an obligation of the issuing corporation not 
classified as a security. Section 112 (e), pro- 
viding for the nonrecognition of loss in con- 
nection with an exchange in which other 
property is received, presents no problem, 
but Section 112 (c) provides for the recogni- 
tion of gain to a transferor who receives 
both the stock or securities allowed under 
Section 112 (b) (5) and other property in 
addition. The amount of gain recognized 
is the lower of his gain on the transaction 
or the fair market value of the other prop- 
erty received. 


The principal problem raised is in con- 


nection with short-term notes issued by the 
transferee. In Lloyd-Smith" it was held that 
a two-year unsecured note was not a security 
and that its receipt, along with the entire 
capital stock of a corporation to which assets 
were transferred, resulted in taxable income 
to the extent of the fair market value of 
the note. It would appear that the term 
“securities” as used in Sections 112 (b) (3) 
and 112 (b) (4) has the same meaning as 
that term has in Section 112 (b) (5). In 
connection with the interpretation of the 
latter sections, the Supreme Court has said: 
“These notes—mere evidence of obligation 
to pay the purchase price—were not securi- 
ties within the intendment of the act.’’® 
The longest of the notes to which the Court 
referred ran for a period of three and one- 
half months. Similarly, promissory notes 
payable within 14 months could not be con- 


8 Kuldell v. Commissioner, 38-2 ustc { 9404, 
97 F. (2d) 725 (CCA-5), aff’g CCH Dec. 9493, 
34 BTA 1116 (1936); Snowden v. McCabe, 40-1 
ustc J 9464, 111 F. (2d) 743 (CCA-6), and Gunby, 
Inc. v. Helvering, 41-2 ustc { 9550, 122 F. (2d) 
203 (CA of D. C.) rev’g CCH Dec. 11,068, 41 
BTA 884 (1940); Laidlaw, CCH Dec. 14,099(M), 
3 TCM 865 (1944). 

*CCH Dec. 10,770, 40 BTA 214 (1939), aff’d 
41-1 ustc f 9167, 116 F. (2d) 642 (CCA-2). 

8 Pinellas Ice & Coal Storage Company v. 
Commissioner, 3 ustc f 1023, 287 U. S. 462 (1933). 
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sidered “securities.”® Debentures having 
an average maturity of two and one-half 
years, which were in fact discharged within 
ten months, were held not to be securities 
under the Code.” Even notes having a 
maturity of three, four and five years have 
been held not to be securities.“ Similarly, 
demand notes have been considered not to 
be securities.” 


Strangely enough, the term “securities” has 
never been adequately defined through the 
court decisions. Accordingly, if the share- 
holders are to receive securities in addition 
to stock and wish to assure nonrecognition 
of gain on the transaction, they should be 
certain that the securities are of relatively 
long term—say, ten years to be on the safe 
side—and they would be well advised to 
include in the instrument provisions which 
will be effective in the event of default and 
further provisions such as a mortgage or a 
limitation on the corporation’s powers such 
as is ordinarily contained in a debenture 
issue. The ten-year figure coincides with the 
term of the notes which were held to be 
securities in Burnham.* 


Control Test 


The next test which the exchange must 
pass is the control test. This test provides 
that the person or the persons (in cases in- 
volving more than one transferor which 
will be discussed later) who made the trans- 
fer must be in control of the corporation 
immediately after the exchange. For this 
purpose, control is defined in Section 112 
(h) to mean ownership of at least 80 per 
cent of the total combined voting power of 
all classes of stock entitled to vote and at 
least 80 per cent of the total number of 
shares of all other classes of stock of the 
corporation. With respect to voting stock, 
the test is based solely on voting power and 
not on value or number of shares. But 
where nonvoting shares are also issued, an- 
other test must be passed with respect to 
them, and this test is based on the number 
of shares. 











®Cortland Specialty Company v. Commis- 
sioner, 3 ustc { 980, 60 F. (2d) 927 (CCA-2, 
1932). ‘ 

10 Stirn, Inc. v. Commissioner, 39-2 ustc | 9741, 


‘107 F. (2d) 390 (CCA-2), rev’g CCH Dec. 10,566, 


39 BTA 143 (1939). 

11 Neville Coke & Chemical Company, CCH 
Dec. 13,700, 3 TC 113 (1944), aff’d 45-1 ustc 
{| 9233, 148 F. (2d) 599 (CCA-3). 

12 Commissioner v. Sisto Financial Corpora- 
tion, 44-1 ustc J 9101, 139 F. (2d) 253 (CCA-2). 

13 CCH Dec. 9088, 33 BTA 147 (1935), aff'd 36-2 
ustc J 9544, 86 F. (2d) 776 (CCA-7). 
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Where there are two or more transferors 
of property, the test is met where the com- 
bined stock issued to the transferors exceeds 
the 80 per cent requirement, provided the 
stock and securities issued to each are sub- 
stantially equal to his interest in the prop- 
erty prior to the exchange. Although the 
Commissioner has argued that this is not 
true where the transferors paid in different 
items of property rather than an undivided 
interest in a single unit of property, he has 
been overruled.* 


Sometimes a question arises as to the time 
at which the control test must be met, and 
the phrase in the Code “immediately after 
the exchange” has given rise to a bit of liti- 
gation. In an early case™ it was held that 
the time for determination of control was 
after completion of all the steps in the plan. 
Where stock was disposed of pursuant to 
a contract entered into before incorporation, 
control was determined after the disposi- 
tion.” But in a similar case where the contract 
was executed five days after incorporation, 
the disposition did not affect control for 
purposes of this section.” 


As the corporation grows, the tax adviser 
will be consulted on the rate at which growth 
should be permitted or retarded through the 
distribution of earnings to shareholders in 
the form of dividends. If dividends paid are 
large, the corporation will not have the vital- 
ity to withstand periods of depression, and 
the funds which have been distributed in 
the form of dividends will have been taxed 
to such a substantial extent in the hands 
of the shareholders that little will have been 
retained with which to assist the corpora- 
tion. On the other hand, if distributions are 
moderate or nonexistent, the corporation will 
become obese, and the penalty for obesity is 
found in Section 102. Section 102 provides 
for a surtax of 271%4 per cent of the first 
$100,000 of undistributed net income and 
38% per cent of the balance. This section 
was amended by the 1951 Revenue Act to 
exclude from the base for taxation the 
excess of the net long-term capital gain 
over the net short-term capital loss, less 
the normal tax and surtax attributed to 
such amount. 


In determining whether or not a corpora- 
tion has been formed or availed of for the 


14 Snead v. Jackson Securities & Investment 
Company, 35-1 ustc { 9315, 77 F. (2d) 19 (CCA-5). 

13 West Texas Refining & Development Com- 
pany, CCH Dec. 7542, 25 BTA 1254 (1932), aff'd 
3 ustc J 1202, 68 F. (2d) 77 (CCA-10, 1934). 

16 Hazeltine Corporation, CCH Dec. 8891, 32 
BTA 110 (1935), aff’d 37-1 ustc J 9219, 89 F. (2d) 
513 (CCA-3). 
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purpose of avoiding surtax on its share- 
holders, the law provides two tests. Section 
102 (b) provides that if a corporation is a 
mere holding or investment company, this 
fact shall be prima-facie evidence of a pur- 
pose to avoid surtax on the shareholders. 
Section 102 (c) provides that where earn- 
ings or profits of a corporation are permit- 
ted to accumulate beyond the reasonable 
needs of the business, this fact shall be 
determinative of the purpose to avoid surtax 
unless the corporation, by a clear preponder- 
ance of the evidence, shall prove to the 
contrary. This, of course, becomes a most 
important question in the majority of the 
cases where the Commissioner has attempted 
to assert Section 102. 


T. D. 5398 amended instructions to 
revenue agents to provide that close atten- 
tion should be given to Section 102, stressing 
cases in which corporations have not dis- 
tributed at least 70 per cent of their earnings 
as taxable dividends. This, of course, does 
not mean that every corporation must dis- 
tribute 70 per cent of its earnings in order 
to avoid the imposition of Section 102. It 
does mean, however, that where less than 
this amount is distributed, the corporation 
must be able to prove a necessity for re- 
tention of these earnings. Where the failure 
to distribute a substantial portion of the 
earnings is coupled with a strong current 
asset position and ample plant facilities for 
the business in sight, the provisions of Sec- 
tion 102 must be carefully considered in 
formulating the dividend ‘policy. However, 
there are a number of valid reasons for a 
corporation to retain its earnings and, where 
these reasons are present, the directors 
should not be stampeded into the declara- 
tion of a dividend solely to avoid the pos- 
sibility of an imposition of tax under Section 
102. Some of the reasons which have been 
held to warrant the accumulation of surplus 
are as follows: 


Accumulations to pay off mortgage in- 
debtedness and make substantial expendi- 
tures for remodeling and improvement of a 
store building, to purchase additional essen- 
tial equipment and to provide funds to meet 
expected postwar conditions;” 


17 American Bantam Car Company, CCH Dec. 
16,601, 11 TC 397 (1948), aff'd, per curiam, 49-2 
ustc J 9471, 177 F. (2d) 513 (CA-3). 

18 1944 CB 194. 

12 Lion Clothing Company, CCH Dec. 15,833, 
8 TC 1181 (1947) (acq.). 
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Need for additional equipment which could 
not be purchased during the year under 
review due to wartime restrictions but for 
which a special cash fund was created;” 


Need for funds for future purchase of 
additional stores and anticipated postwar 
boom in furniture, increased inventory, 
larger credit to customers on installment 
sales and additional operating cash;™ 


A plan of modernization to be financed 
out of the company’s own funds without 
resorting to loans, which was started during 
the prewar tax years and which would re- 
quire substantial additional expenditures for 
new building and equipment;” 


Accumulations of surplus needed to pro- 
vide for increased investment in inventories, 
with reasonableness being determined on 
the basis of testimony by competitors;* 


Need for additional funds to finance in- 
ventories, receivables and improvements to 
plant to conduct a business which the Com- 
missioner alleged was illegal and against 
public policy, the court deciding that this 
question of legality should be tried before 
a different tribunal ;™ 


Requirement of large cash balances at 


the year end to finance substantial seasonal 
expansion of the business, the court saying: 
“We would be unwilling to say that a busi- 
ness should borrow rather than operate 
on its own cash resources” ;* 


Accumulations during the war and post- 
war years by an automobile agency for the 
additional money which would be needed to 
buy cars and parts and finance greatly in- 
creased customer obligations upon the re- 
turn to normal business in the automobile 
field, and to provide for the expansion of 
business envisaged in view of the large popu- 
lation growth in the community;* 


2 Universal Steel Company, CCH Dec. 14,716, 
5 TC 627 (1945) (acq.). 

21Goodman Furniture Company, CCH Dec. 
16,614, 11 TC 530 (1948) (acq.), in which the 
court said: ‘It is not necessary to decide 
whether or not his estimates for this purpose 
were fully justified, since his estimates were 
honest, and substantial amounts of capital 
would be necessary and were necessary when 
the boom developed.’’ 

22 General Smelting Company, 
14,222, 4 TC 313 (1944) (acq.). 

23 Lane Drug Company, CCH Dec. 13,895(M), 
3 TCM 394 (1944). 

*% Litchfield Creamery Company, 
13,559(M), 2 TCM 929 (1943). 

*% National Yarn Corporation, 
17,772(M), 9 TCM 603 (1950). 

2% Shaw & Keeter Motor Company, CCH Dec. 
18,476(M), 10 TCM 716 (1951). 

7 Dietze &€ Company, Inc., CCH Dec. 12,892-A, 
1 TCM 93 (1942). 


CCH Dec. 


CCH Dec. 
CCH Dec. 
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An accumulation in 1938 to meet the loss 
of business which would result to a ship- 
brokerage company in the event of war;” 


Accumulations against the contingency 
which might arise because of the fact that 
taxpayer’s entire output was sold to one 
customer ;* 


Expansion of the business to produce 
motion pictures independently instead of 
merely serving as director or supervisor ;” and 


Use of accumulated earnings and profits 
for expansion of the business.” 


Cases Imposing Section 102 


In certain other cases taxpayers have 
felt justified in accumulating surplus, but 
the Commissioner was successful in impos- 
ing Section 102. Some of the facts which 
the courts have considered insufficient to 
prevent an assessment under Section 102 
are as follows: 


Depreciation in value of securities in 
excess of current earnings of a company 
which had large investments in securities 
unrelated to the business and had made 
large loans to its sole stockholder;™ 


A nebulous intention to build at some time 
in the indefinite future;” 


Proposed alterations which were never 
made by a company which had made sub- 
stantial investments unrelated to its business 
and large loans to its principal stockholders 
and others;* 


An accumulation for the purpose of ac- 
quiring new equipment during the war pe- 
riod when the remoteness of the execution 
of the plan was apparent and the company 
was in a strong position with a large amount 
of liquid assets and a long record of high 
earning power;™ 


% Teeple Company, CCH Dec. 12,582, 47 BTA 
270 (1942) (acq.). 

22 DeMille Productions, Inc., CCH Dec. 8869, 
31 BTA 1161 (1937) (acq.), aff’d 37-1 ustc { 9249, 
90 F. (2d) 12 (CCA-9). 

3% Walkup Drayage & Warehouse Company, 
CCH Dec. 14,656(M), 4 TCM 695 (1945); Ken- 
nedy Nameplate Company, CCH Dec. 15,841(M), 
6 TCM 622 (1947). 

31 Helvering v. National Grocery Company, 
38-2 ustc 7 9312, 304 U. S. 282, rev’g 37-2 ustc 
7 9504, 92 F. (2d) 931 (CCA-3), rev’d CCH Dec. 


9533, 35 BTA 163 (1936). 


32 Becton, Dickinson & Company, CCH Dec. 
12,800-A (1942), aff'd 43-1 ustc { 9304, 134 F. 
(2d) 354 (CCA-3). 

33 Perry & Company, Inc., 
120 F. (2d) 123 (CCA-9). 

% World Publishing Company v. U. S8., 48-2 
ustc 9346, 169 F. (2d) 186 (CCA-10), aff’g 47-1 
ustc J 9280, 72 F. Supp. 886 (DC Okla.). 


41-2 ustc { 9492, 
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An accumulation of money to finance the 
development of a patent where the figure 
was set at an arbitrary amount without sup- 
porting data;™ 

An accumulation for expansion where 
loans had been made to stockholders and 
substantial amounts were paid out to retire 
stock;* 


Lack of liquid assets where stockholders 
owe noninterest bearing indebtedness;” 


An accumulation resulting from an in- 
crease in ratio of net quick assets to sales, 
compared with prior experience.* 


So, the successful corporation and its 
shareholders are on the horns of a dilemma 
—if net earnings are distributed as divi- 
dends, a double tax results; if they are re- 
tained, an additional surtax may be payable 
under Section 102. Therefore, many compa- 
nies have made payments to shareholders 
which purported to be ordinary and neces- 
sary expenses of the business but appeared 
to be larger than amounts which would have 
been paid to outsiders under similar cir- 
cumstances. The vigilance of the Commis- 
sioner in policing this situation is well 
illustrated by the volume of cases covering 
his attempts to disallow the deduction of 
salaries, interest, rents and royalties paid to 
shareholders. 


The cases covering the deduction of sal- 
aries paid to shareholders are so numerous 
that we could not find a stopping place if 
we went beyond the simple statement in the 
Code allowing as a deduction, “a reasonable 
allowance for salaries or other compensation 
for personal services actually rendered.” ® 
Only one general rule seems to exist: The 
deduction allowed by the Tax Court is never 
greater than that claimed by the taxpayer 
nor less than the amount allowed by the 
Commissioner. 


Dividends to stockholders disguised in 
the form of interest payments have often 


3% Semagraph Company, CCH Dec. 14,086(M), 
3 TCM 812 (1944), aff’g 45-2 ustc { 9466, 152 F. 
(2d) 62 (CCA-4). 

% KOMA, Inc., CCH Dec. 17,415(M), 8 TCM 
1064 (1950), aff'd 51-1 ustc J 9295, 189 F. (2d) 
390 (CA-10). 

31 Whitney Chain & Manufacturing Company, 
CCH Dec. 14,033, 3 TC 1109 (1944), aff'd 45-2 
ustc {| 9332, 149 F. (2d) 936 (CCA-2). 

33 United Block Company, Inc. v. Helvering, 
41-2 ustc { 9772, 123 F. (2d) 704 (CCA-2). 

39 Code Sec. 23(a)(1)(A). 

4# Palmer, Stacy-Merrill, Inc., CCH Dec. 9980, 
37 BTA 530 (1938), aff’d 40-1 ustc { 9465, 111 F. 
(2d) 809 (CCA-9). 

41 Commissioner v. Schmoll Fils Associated, 
Inc., 40-1 ustc { 9319, 110 F. (2d) 611 (CCA-2), 
rev’g CCH Dec. 10,592, 39 BTA 411 (1939). 
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been a subject of litigation, The following 
tests are frequently applied to determine 
whether payments constitute interest or 
dividends and, if affirmatively met by the 
taxpayer, permit the deduction of the pay- 
ment: (1) whether the instrument creates 
a debtor-creditor relationship;® (2) whether 
there is a definite maturity date; (3) whether 
interest is payable at a fixed rate or only 
out of profits;* and (4) whether the debt 
ranks before all stockholders’ interests and 
is actually a liability. 


When payments were to be made at the 
option of the corporation and were sub- 
ordinate to the claims of creditors, “loans” 
by stockholders were held to be in the 
nature of contributions to capital or invest- 
ments and “interest” payments were disal- 
lowed.“ In this decision the Tax Court said: 
“The substance of the plan which must 
prevail over the form, was to make capital 
contributions subject to an understanding 

that they could be repaid if the cor- 
poration had sufficient earnings.” 


Deductions for rentals are not limited by 
law to a “reasonable allowance,” as is true 
in the case of salaries, but, where the lessee 
and the lessor are under common control, 
one of the determining factors is whether 
or not the lease is the result of an arm’s- 
length transaction.“ If the lease is not the 
result of an arm’s-length transaction and if 
the rentals paid to a controlling stockholder 
are unreasonably high, the Commissioner 
may contend that the substance of the pay- 
ment is a distribution of profit and that the 
form in which it is disguised is immaterial. 
This argument will not prevail, however, 
unless the rental paid is found to be exces- 
sive and therefore not ordinary and neces- 
sary.“ Where a corporation voluntarily 
increased its rent to a stockholder, the Tax 
Court held that if there were -no require- 
ment to pay, there could be no deduction.” 

#33 BTA 895 (1936), aff’d 37-2 ustc {| 9353, 90 
F. (2d) 971 (CCA-4). 

43 Dayton & Michigan Railroad Company v. 
Commissioner, 40-2 ustc { 9518, 112 F. (2d) 627 
(CCA-4), aff’'g CCH Dec. 10,859, 40 BTA 857 
(1939). 

4 Wilshire and Western Sandwiches, Inc., 
CCH Dec. 16,493(M), 7 TCM 406 (1948); Hwisk- 
ing & Company, Inc., CCH Dec. 14,322, 4 TC 595 
(1945). 

4% Sprieésch Tool & Manufacturing Company, 
Inc., CCH Dec. 17,801(M), 9 TCM 669 (1950). 

4 Commissioner v. Greenspun, 46-2 ustc { 9329, 
156 F. (2d) 917 (CCA-5). 

“Manos Amusements, Inc., CCH Dec. 
18,486(M), 10 TCM 748 (1951) (on appeal). 
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Where a legitimate business purpose was 
lacking, these tests have been applied to 
deny a deduction to a corporation on a sale 
and leaseback arrangement with a stock- 
holder.* When there is a husband and wife 
relationship involved, the court will consider 
the similar interest of the parties and usu- 
ally disallow the deduction.” 


Royalty payments were similarly treated 
as dividends by the courts where the pay- 
ments were not based upon, and proportion- 
ate to, the use of the rights granted but 
were based on the year’s profits and the 
amounts paid were in proportion to stock- 
holdings.” The Commissioner was unsuc- 
cessful in William M. Bailey Company ™ when 
the taxpayer showed conclusively that there 
was no relationship between stock owner- 
ship and royalties. 


Attempts to Avoid Double Taxation 


Where a specific item of property is to 
be sold and the shareholders are to receive 
the proceeds, a double tax, levied first on the 
corporation and then on the shareholders, 
will normally result. 
may be, the Treasury demands its pound 
of flesh, and the cases are legion in which 
the Bureau has attacked a _ shareholder’s 


plan to avoid one tax or the other. A simple 
plan which has met the approval of the 
Supreme Court involves the distribution of 
property in payment of a dividend where 


the dividend is actually declared in an 
amount of property rather than an amount 
of dollars which is satisfied by payment of 
the property. In this case, the Supreme 
Court held™ that no tax was payable by 
the corporation on the excess over its tax 
basis of the fair market value of the prop- 
erty distributed. It is immaterial that the 
resolution states the amount of the dividend 
in dollars, provided it is clear that it will 
be paid in kind and a shareholder cannot 
demand the dollars. Care must be taken 
in the application of this rule since two 
cases have provided for exceptions. In 
Commissioner v. Transport Trading & Termi- 


‘8 Armston v. Commissioner, 51-1 ustc { 9265, 
188 F. (2d) 531 (CA-5), aff’g CCH Dec. 16,899, 
12 TC 539 (1949). 

*” Limericks, Inc., CCH Dec. 15,466, 7 TC 1129 
(1947), aff'd 481 ustc § 9146, 165 F. (2d) 483 
(CCA-5); Stanwick’s, Inc., CCH Dec. 17,897, 15 
TC 556 (1951), aff'd, per curiam, 51-2 ustc 
{ 9384, 190 F. (2d) 84 (CA-4). 

50 Thornburgh Manufacturing Company, CCH 
Dec. 5361, 17 BTA 29 (1929). 

51 CCH Dec. 17,882, 15 TC 498 (1950). 

52 General Utilities & Operating Company v. 
Helvering, 36-1 ustc { 9012, 296 U. S. 200. 
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Inequitable as this_ 


nal Corporation,” property was distributed 
to a parent company as a dividend at a time 
when the subsidiary had an option to sell 
the property to a purchaser. The court 
found that the only purpose of a distribution 
was to minimize tax on the gain and under 
these circumstances extended the doctrine 
of Gregory v. Helvering™ to hold that the 
gain on the sale was taxable to the dis- 
tributing corporations. In effect, the court 
said that the distribution under circum- 
stances such as these was not entitled to 
treatment as a bona fide dividend. This 
decision was made by the same circuit court 
which decided that a distribution in liqui- 
dation under Section 112 (b) (6) under 
similar circumstances should be disregarded.” 
The other exception arises where the Treas- 
ury has been successful in contending that 
the distribution is really an anticipatory as- 
signment of income. This was the holding 
in Rudco Oil & Gas Company v. U. S.™ 
where the property distributed was an oil 
payment and in Commissioner v. First State 
Bank of Stratford,” where the property dis- 
tributed consisted of notes which had be- 
come worthless and had been charged off. 
The reasoning of the circuit court was that 
once notes have been charged off as worth- 
less and the cost has been deducted, they 
become items of income, the assignment of 
which cannot shift the tax burden from the 
assignor to the assignee. 


In some cases, corporations have dis- 
tributed earnings to shareholders, not as 
dividends, but in redemption of outstanding 
stock. The Code™ provides for the taxa- 
tion as a statutory dividend of all cancella- 
tions or redemptions of stock which are 
“essentially equivalent to the distribution of 
a taxable dividend,” the only exception being 
the redemption of stock to pay estate taxes 
if the stock totals at least 35 per cent of the 
decedent’s gross estate.” The Regulations 
clarify the law by stating that a pro-rata 
redemption will generally be considered as a 
dividend, unless it is in complete cancella- 
tion or redemption of all of the stock of a 
corporation, in pursuance of a plan of liqui- 


5349-2 ustc { 9337, 176 F. (2d) 570 (CA-2), 
aff’'g CCH Dec. 15,988, 9 TC 247 (1947). 

54 35-1 ustc J 9043, 293 U. S. 465. 

55 Fairfield Steamship Corporation, CCH Dec. 
14,699, 5 TC 566 (1945), aff'd 46-2 ustc { 9322, 
157 F. (2d) 321 (CCA-2). 

56 49-1 ustc J 9200, 82 F. Supp. 746 (Ct. Cls.). 

57 48-2 ustc { 9317, 168 F. (2d) 1004 (CCA-5), 
rev’g CCH Dec. 15,723, 8 TC 831 (1947). 

58 Code Sec. 115(g) (1). 

59 Code Sec. 115(g) (3). 





dation, or the redemption of all the stock 
of a particular shareholder.” The courts 
have laid down certain tests with regard to 
the application of this section, one of the 
most important of which is the presence or 
lack of a business motive. In one case, 
Section 115 (g) was held inapplicable if 
there was a bona fide purpose to reduce 
the capital of the corporation.” However, in 
numerous recent decisions® the trend has 
been toward the consideration of the “net 
effect” of the transaction. In the words of 
the Tax Court in Snite,““the presence of 
a legitimate business purpose will not .. . 
conclusively determine. All relevant 
factors must be considered in determining 
the net effect of the transaction.” In this 
case, the stock of the taxpayer was acquired 
by the company at the initiative of the em- 
ployees to be available for sale to them, and 
it was held that Section 115 (g) did not 
apply since the net effect of the transaction 
was to transfer the shares to the employees, 
the corporation being only an intermediary. 


When a corporation’s life is about to ex- 
pire, new problems are presented for the 
attention of the tax adviser. If the life of 
the corporation has been a profitable one, 
it will probably own assets which have 
appreciated in value. Naturally, it will be 
desirable to avoid having a gain on dis- 
position of such assets taxed to the corpora- 
tion and then having the gain remaining 
in the company taxed again to the stock- 
holders as a gain on liquidation. This can 
be accomplished by having the assets dis- 
tributed to the shareholders, who will then 
make the sale. There is no gain to the 
corporation from the liquidating distribu- 
tion,“ and the shareholders obtain as their 
basis the fair market value of the assets at 
date of liquidation. However, one must be 
certain that the sale is made by the share- 
holders in substance as well as form. In the 
Court Holding Company case,® an oral agree- 
ment was reached for the sale of an apart- 
ment building while it was owned by the 
corporation. When the parties met to re- 
duce the agreement to writing and the share- 
holders of the corporation were advised of 
the double tax, the meeting was adjourned. 
The next day the corporation was liquidated, 
following which a contract was drawn for 
the sale of the property naming the share- 


© Regs. 111, Sec. 29.115-9. 

6 Commissioner v. Cordingley, 
{ 9408, 78 F. (2d) 118 (CCA-1). 

82 Snite, CCH Dec. 16,311, 10 TC 523 (1948), 
aff'd 49-2 ustc { 9470, 177 F. (2d) 819 (CA-7); 
Riddlesbarger, CCH Dec. 
(1951). 
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holders, who purportedly had received the 
property in liquidation, as the vendors. The 
Court noted in its opinion that the vendors 
gave credit to the purchasers for a down 
payment which had been made to the cor- 
poration. It was held that the sale was 
made by the corporation and that the share- 
holders were merely a conduit through 
which to pass title. In sustaining the de- 
ficiency against the corporation, the Court 
said: “To permit the true nature of the 
transaction to be disguised by mere formal- 
isms, which exist solely to alter tax liabili- 
ties, would seriously impair the effective 
administration of the tax policies of Congress.” 


It should be noted that the plan designed 
to minimize taxes on the sale was not 
thrown out because of the purpose it sought 
to accomplish but because of the manner in 
which it sought to accomplish the purpose. 
This is clearly brought out in the Cumber- 
land case,* wherein the Court, in refusing to 
sustain the double tax, said: ‘““A corporation 
may liquidate or dissolve without subjecting 
itself to the corporate gains tax, even though 
a primary motive is to avoid the burden of 
corporate taxation.” In this case, an offer 
was made by the shareholders to sell their 
stock. The purchaser countered with an 
offer to buy assets from the corporation, 
which was admittedly refused because of 
tax consequences. The shareholders then 
proposed a liquidation of the corporation to 
be followed by a sale of the assets, and this 
offer was accepted. The difference in result 
between these cases obviously springs from 
the difference in the manner in which the 
two groups of taxpayers sought to accom- 
plish the same result. 


Where, however, the corporation’s life 
has not been -a pleasant one, the problem is 
different. Instead of reviewing the trans- 
action to see if it results in double taxation, 
the tax adviser must classify the loss to the 
individual shareholders with respect to any 
advances which may have been made to the 
corporation in one of the following categories: 


(1) A business bad debt (deductible as an 
ordinary loss); (2) a nonbusiness bad debt 
(deductible as a short-term capital loss); or 
(3) a capital loss (deductible as a long- 
term loss if the stock was held over six 
months). 


& Cited at footnote 62. 

* Regs. 111, Sec. 29.22(a)-20. 

* Court Holding Company v. Commissioner, 
45-1 ustc J 9215, 324 U. S. 331. 

6U, S. v. Cumberland Public Service Com- 


18,239, 16 TC 820 pany, 50-1 ustc { 9129, 338 U.S. 451. 
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When money has been advanced by share- 
holders as loans, the Commissioner may 
take the position, in which he was sustained 
in the Janeway case,” that the advances are in 
substance capital, although a debt in form. 
Here, the corporation’s funds were acquired 
by issuance of notes of a face value equal 
to amounts paid in, with a pro-rata bonus 
in stock to each subscriber. The Tax Court 
placed great reliance om the fact that the 
so-called loans were the sole capital, with 
no Other assets subject to repayment. In 
another case“ the Tax Court set forth the 
ultimate test in the following words: “The 
parties’ formal designations of the advances 
are not conclusive, U. S. v. South Georgia 
Ry. Co., 107 F. (2d) 3, but must yield to 
‘facts which even indirectly may give rise 
to inferences contradicting’ them.” Amounts 
designated as advances by the parties in 
this case were considered as stock invest- 
ments for tax purposes because (1) no divi- 
sion between stock and advances was made 
when payments were received, (2) an agree- 
ment was made between the stockholders 
whereby the entire loss was shared in pro- 
portion to stockholdings regardless of the 


proportion of advances and (3) the advances | 


were required for the purchase of proper- 
ties contemplated at the time of formation 
of the company. 


Where, however, a corporation issued 
notes to cover the cost of real estate, and 
stock to cover the cost of securities, the 


— 


which, of course, did not create earnings or 
profits. 


“In such situations the beneficial 
ownership by the creditors . . . dates back 
to the time they invoked legal process to 
enforce their priority rights.” 


Thus, the judge was able to say that the 
company had no surplus at all, since the 
liability, which in fact had never been en- 
tered on Fisher’s books, was greater than 
the surplus. There is some plausibility to 
this position, since the only thing lacking to 
make it in fact true was the liquidation of 


8’ Fdward G. Janeway, CCH Dec. 13,290, 2 TC 
197 (1943), aff'd 45-1 ustc { 9162, 147 F. (2d) 
602 (CCA-2). 

8 Sam Schnitzer, CCH Dec. 17,094, 13 TC 43, 
60 (1949). 

°® Arthur V. McDermott, CCH Dec. 17,210, 13 
TC 468 (1949). 

” Valentine E. Macy, 
8 TCM 45 (1949). 

1 Ethel S. White, et al., CCH Dec. 16,052(M), 
6 TCM 1038 (1948). 


CCH Dec. 16,797(M), 
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notes and stock being held by the same 
persons but in different proportions, the 
Tax Court held that the loss on the notes 
was a bad debt.” Likewise, advances made 
to cover operating deficits of a company by 
a shareholder who honestly believes the 
company will ultimately be successful are 
loans and not capital investments.” It ap- 
pears that in one case the Commissioner 
conceded that advances to an active com- 


pany to aid the business operations are debts 
rather than capital.” 


Business or Nonbusiness Bad Debts? 


Even where it can be established that 
in substance, as well as form, amounts due 
from a corporation are debts rather than 
stock, one more question must be consid- 
ered. That is, are the debts business or non- 
business bad debts? Only a short-term 
capital loss is allowable unless the worth- 
lessness of the debt is incurred in a trade 
or business.” Merely investing in a com- 
pany and loaning it money does not con- 
stitute a trade or business™ and _ thus 
avoid the capital-loss limitations. The lim- 
itations apply where the taxpayer is not in 
the business of making loans.” 


To end on a happy note, business bad- 
debt deductions have been allowed where 
the stockholder-creditor is able to demon- 
strate that he is in the business of organizing 
and operating corporations.” [The End] 


ACQ. AND NON-ACQ.—Continued from page 510 


Fisher Company. But looking solely at the 
corporation here, what we find in effect is a 
sale of the corporation’s common stock in 
consideration for the relinquishment of the 
corporation’s debt. There appears, however, 
to be no reason why a different rule should 
apply here than in the tax-free reorganiza- 
tion cases under the Sansome doctrine. Only 
that treatment of the 1940 distribution is 
consistent with the notion of the corpora- 
ion as a separate taxpaying entity. 


H. G. M. 
WASHINGTON, D. C. 


72 Code Sec. 23(k) (4). 
73 James M. Straub, CCH Dec. 17,161, 13 TC 


"288 (1949). 


™% Arthur V. McDermott, cited at footnote 69. 

™% Vincent C. Campbell, CCH Dec. 16,611, 11 
TC 510 (1948); Valentine E. Macy, cited at 
footnote 70; Henry E. Sage, CCH Dec. 17,848, 
15 TC 299 (1950): J. Noel Macy, CCH Dec. 
17,150(M), 8 TCM 713 (1949). 





Relief Provisions 
of the 1950 Excess Profits Tax Act 


By TROY G. THURSTON, Certified Public Accountant 
Partner, George S. Olive and Company, Indianapolis 


N THE DEVELOPMENT of the excess 

profits tax of 1950, the legislators gave 
much attention to the importance of lessen- 
ing the impact of the tax upon corporations 
against which the tax would otherwise be 
unfairly discriminatory. At the same time, 
an attempt was made to avoid the contro- 
versial effects which resulted from Section 
722 of the former act. The attempt here 
is to discuss the principal features of the 
relief provisions, with particular attention 
to Sections 442-447 and 459 relating to 
special relief, 


The first relief feature is a limitation upon 
the amount of the excess profits tax. For 
years ending after March 31, 1951, the ex- 
cess profits tax is limited to 18 per cent of 
the excess profits net income. The effect is 
an over-all limit of 70 per cent minus $5,500. 


The effect of this limitation in the case of 


a consolidated return can be the elimination. 


of part or all of the 2 per cent extra surtax 
penalty. Thus, it may develop that a con- 
solidated return which might otherwise be 
unavailable because of the 2 per cent penalty 
tax could be made with benefits if the 
limitation applies. The considerations ordi- 
narily needed in determining the propriety 
of a consolidated return must be given, in- 
cluding the probable continuance of income 
at a level which would make the limitation 
applicable in subsequent years for which a 
consolidated return might be necessary if 
such a return is filed for the current year. 

Another relief measure applies in the case 
of certain mutual insurance companies whose 
gross income meets specific requirements. 

Corresponding limitations are provided 
for the excess profits tax in the case of 
certain corporations engaged in mining 
strategic materials and specific types of 
corporations with income from contracts 
under the Merchant Marine Act. 
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Relief is also provided for certain kinds 
of abnormal income attributable to some 
other taxable year. Under this provision 
it would appear that interest on an income 
tax or excess profits tax refund should be 
attributable to prior years to the extent that 
it accrued during such years under standard 
accounting procedure, even though it con- 
stitutes income for the taxable year for 
income tax purposes. 


Minimum Credit 


Relief for many small corporations is 
contained in the provision for a minimum 
credit of $25,000 which replaced the $10,000 
specific exemption in the World War II act 
but affords no benefit to a corporation hav- 
ing an excess profits credit of $25,000 or 
more. The effect is the elimination of much 
effort by accountants and the Bureau of 
Internal Revenue in the preparation and 
audit of a large number of excess profits tax 
schedules carrying relatively unimportant 
amounts of taxes. 


Excess Profits Net Income’ 


The equivalent of direct relief is con- 
tained in numerous adjustments to net in- 
come in computing excess profits income. 
These are not classified as relief measures 
but are mentioned to indicate some of the 
basic principles sought to be applied. 


The first of these types of relief is pro- 
vided in Section 433 to eliminate extraordi- 
nary income and deductions such as capital 
gains and losses, income and deductions 
applicable to retirement of bonds which have 
been outstanding more than six months and 
certain recoveries on bad debts. 
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A second type of adjustment is provided 
for the purpose of harmonizing the excess 
profits income with provisions affecting the 
excess profits credit, including modification 
of the net operating loss deduction and the 
deduction for interest on borrowed capital. 


A third type of adjustment partakes of 
the nature of a subsidy by eliminating the 
tax on the excess portion of several extrac- 
tive industries (metal, coal, logs from a 
timber block, natural gas company) (Sections 
433 (a) (1) and 453). The type includes 
governmental bonuses and grants for pro- 
duction of critical minerals for defense 
purposes. 


A fourth type of adjustment permits in- 
stallment-basis taxpayers to change to the 
ordinary accrual method and taxpayers with 
income from long-term contracts to change 
to the percentage-of-completion basis. Sim- 
ilarly, foreign income and deductions af- 
fected by blocked currency are excluded if 
they would have been accountable normally 
in a pre-excess profits tax year. 


A fifth type of adjustment is applicable to 
banks only and requires them to deduct 


actual bad debts instead of an addition to. 


a bad-debt reserve for the purpose of com- 
puting excess profits net income. In many 


cases this feature may operate as negative 
relief. 


The base period of 1946 through 1949 was 
generally a more profitable period than the 
base period for the prior excess profits tax 
law (1936-1939). However, many corpora- 
tions were readjusting to peacetime opera- 
tions through part or all of the year 1946 and 
experienced relatively poor earnings for such 
year. For this reason, Congress has permitted 
a corporation to select the best three of the 
four base-period years for the purpose of 
computing the credit based on earnings. As an 
offset to this advantage, the earnings level 
has been reduced to 83 per cent for years 
beginning after June 30, 1951, to which, 
however, additions are allowed for capital 
additions. 


Relief Feature 
of Invested-Capital Provision 


A feature of the present act which is 
equivalent to relief when the act is com- 
pared with its predecessors is the includi- 
bility of assets at their basis for computing 
gain, thus permitting increased values at 
March 1, 1913, to be effective in computing 
invested capital. Generally, this feature 
will be found to be helpful only for non- 
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depreciable assets such as land. Depreciable 
values of March 1, 1913, have been largely 
recovered by this time. 


Among the questions afising from this 
new feature is one which asks whether life 
insurance which a corporation owns on the 
life of an officer or employee is to be in- 
cluded at cost or cash surrender value for 
the purpose of computing invested capital. 
The view taken here is that the cash sur- 
render value is the allowable amount for 
use in computing invested capital. 


Income Method— 
Alternative Based on Growth 


A taxpayer entitled to compute its ex- 
cess profits credit by using the alternative- 
income method for growth companies has 
a credit determined as follows: 


(1) Ejighty-three per cent of the alterna- 
tive average base period net income, which 
is the higher of (a) the average excess 
profits tax net income for the years 1948 
and 1949, (b) the excess profits tax net in- 
come for 1949 or (c) in the case of a calendar- 
year corporation, 50 per cent of the excess 
profits tax net income for 1949 and 40 per cent 
of the excess profits net income for 1950; 


(2) Plus 12 per cent of the net capital 
change since the base period. However, 
to qualify for the use of this credit, the 
taxpayer must meet one of the follow- 
ing two tests: 


(1) (a) The total assets at the first day 
of the taxpayer’s base period must not have 
exceeded $20 million; and 


(b) Its total payroll for the years 1948 
and 1949 must have exceeded 130 per cent 


of the total payroll for the years 1946 and 
1947; or 


(c) Its gross receipts for the years 1948 
and 1949 must have exceeded 150 per cent 
of the gross receipts for 1946 and 1947, 


(2) The net sales for the first six months 
of 1950 multiplied by two must equal or 
exceed 150 per cent of the average net 
sales for the years 1946 and 1947, 40 per 
cent of the net sales for the year 1950 
must be attributable to a product of a kind 
not generally available to the public at any 
time prior to January 1, 1946, and the 
sales for this product in the year 1946 must 
not exceed 5 per cent of such sales in the 
year 1949. 


Under (1) (b) above there can be the 
question of whether management fees 
charged by one corporation to another are 
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includible as part of the payroll. Where 
the management fee covers services of em- 
ployees, it could be argued that such a 
fee should be included in computing the 
amount of the payroll for the purpose of 
this relief provision. However, the em- 
ployees of the corporation receiving the fee 
would actually be on the payroll of such 
corporation rather than on the payroll of 
the paying corporation. This seems to re- 
quire the conclusion that the fee could not 
be included as a part of the payroll. To 
do so would, in effect, be giving two corpo- 
rations the benefit of the same payroll. Un- 
der appropriate circumstances, such as 
actual transfer of employees and elimina- 
tion of the management fee, this effect 
could be favorable instead of unfavorable 
for a corporation which paid management 
fees in the first part of the base period and 
actual compensation directly to employees 
in the later part. 


The growth provision is the only relief 
provision in the Excess Profits Tax Act 
of 1950 which contains a limitation of bene- 
fit based solely on size of the corporation 
measured by assets. No such discrimina- 
tion against this form of relief was included 
in the World War II excess profits tax law. 


The growth provision is extremely im- 
portant and is probably used more fre- 
quently than any of the relief provisions 
by corporations having assets not exceed- 
ing $20 million. The size limitation re- 
flects a seemingly perverted notion of 
equity in excess profits taxation. It is 
especially vicious when applied to compet- 
ing corporations just above and below the 
$20 million line at the beginning of the 
base period. It is patently discriminatory 
against a corporation which had assets 
slightly above the limitation at January 1, 
1946, in comparison with a competitor hav- 
ing assets below that figure at the begin- 
ning of its base period. The latter may 
now be larger than the first corporation or, 
if smaller, may nevertheless be allowed a 
larger excess profits tax credit. 


A total asset test is not a true index of 
bigness. At the beginning of the base 
period General Motors had assets of ap- 
proximately $1.8 billions, representing only 
about $4,500 for each common stockholder. 
Many corporations having assets in the 
millions, but less than $20 million, are held 
by a single individual or by a small group 
of individuals. 


In other ways the “bigness” test is fal- 
lacious. A corporation which produces all 
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of its own materials and thus has more 
assets, may not have as large a share of 
the market for its products as a competitor 
with smaller assets, although the competi- 
tor may control more assets through stock 
ownership in affiliated companies. 


Another serious weakness in the size- 
limitation feature is the use of the tax 
basis as the measure of the assets. Such 
measure affords no realistic comparison of 
the economic value of corporate facilities. 
The assets of the corporation with the 
lower basis may have the higher value. 
The asset test simply cannot be a sound 
test for the propriety of discrimination be- 
tween taxpayers and should be repealed 
as of the date of its enactment. 


Extension of Growth Formula 


Section 504 of the 1951 act extends the 
growth formula to new corporations. A 
new corporation that commenced business 
before the end of its base period can now use 
the formula applicable to growing corpora- 
tions in computing average base period net 
income for the purpose of the excess profits 
credit under the income method. In the 
past, this method was not available to a 
new corporation (except certain reorgan- 
ized or successor corporations) because of 
the requirement that the corporation must 
have commenced business before the be- 
ginning of its base period. 


Section 435—Relief Feature Similar 


to Section 713 (f) of World War Il 
Excess Profits Tax 


The principal relief provisions in the 1950 
act for growth corporations are based upon 
increases in payroll and sales. Numerous 
Situations involving growth in net income 
resulting from elimination or reduction of 
expenses are afforded no relief under the 
provisions of the 1950 act. For example, 
a corporation which eliminated a 5 per cent 
selling commission in 1948 (applicable to 
gross sales), thereby realized an increase of 
25 per cent in met income in 1949 and 1950, 
for which years no corresponding selling 
commission was paid. The provisions re- 
lating to abnormal deductions would afford 
no relief, because commissions had been 
paid in prior years. Such a situation would 
be given equitable relief if a computation 
corresponding to that which was contained 
in Section 713(f) under the prior acts were 
in effect. Withottt such a provision, the 
increase in net income which is attributable 
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to the avoidance of an expense which in 
fact was abnormal during the base period 
becomes subject to the excess profits tax, 
whereas such portion of the net income 
would be relieved from the excessive por- 
tion of the excess profits tax if a provision 
corresponding to former Section 713(f) 
were in effect. 


Section 501—Ceiling Rates 
for New Corporations 
Under Section 501 a new corporation gets 


the benefit of a maximum tax-rate limita- 
tion for each of the first five years it is in 


business. This new provision is limited to 
corporations that commenced business after 
July 1, 1945, and whose fifth taxable year 
ends after June 30, 1950. The application 
of certain special rules may deny new- 
corporation status to certain groups of cor- 
porations that are not considered to be 
actually new business. Retroactive to tax 
years ending after June 30, 1950, the fol- 
lowing ceiling rates are applicable to quali- 
fying new corporations with respect to the 
first $300,000 of their excess profits net 
income: first and second years, 5 per cent; 
third, 8 per cent; fourth, 11 per cent; and 
fifth, 14 per cent. 


Example 
Tax at 
Regular 
Rate Ceiling 
Excess profits net income ............ $60,000 $6,000 $3,000 
PxGese promts Credit ......... sees esccs 40, 
Adjusted excess profits net income..... 20,000 
If corporation is in: 
(Recenter et eet 6,000 3,000 
aa s. con stndnbon trim ellen 6,000 3,000 
I NN 5 cya chan s naa Coe Spee sa cide 6,000 4,800 
fo US oe ne ome co trent ete 6,000 6,600 
Co: ee eer ore eer Cae 6,000 8,400 


A corporation which has not established 
its accounting year should consider the ad- 
visability of filing its first return on the 
basis of a fiscal year closely approaching 
12 months. Such action will give it the 
maximum time for potential application of 
the ceiling rates. 


A corporation which was a purchasing 
corporation in a Part IV transaction is not 
entitled to the benefits of these ceiling rates 
if it is entitled to the benefits of new Sec- 
tion 474. Such conclusion applies whether 
the selling organization was a corporation, 
a partnership or a sole proprietorship. New 
subsection 430(e)(2)(B) (iii), added by 
Section 501 of the Revenue Act of 1951, 
provides that a new corporation shall be 
considered to have commenced business and 
to have had taxable years the same as the 
selling corporation from which it purchased 
assets in a Part IV transaction. The term 
“selling corporation” includes partnerships 
and sole proprietorships as well as corpo- 
rations. See new Section 474(a)(2). 

A corporation which succeeds a sole pro- 
prietorship or a partnership in a tax-free 


transfer is eligible for the relief provided 
by these ceiling rates. 
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A feature of some importance is the dif- 
ference in the status of a new corporation 
resulting from a transfer of cash only from 
a parent corporation, with reference to its 
status under Section 430, relating to ceiling 
rates for new corporations, and its status 
under Section 15(c), relating to the surtax 
exemption of $25,000 and the $25,000 mini- 
mum excess profits credit. A transfer of 
cash only by a corporation to a new wholly 
owned subsidiary formed for the purpose 
of acquiring such cash permits the recog- 
nition of separate exemptions and separate 
excess profits credits but does not enable 
such a new corporation to be entitled to 
the benefits of the new ceiling rates under 
Section 430. 


Special Relief Provisions 


Congress and the Treasury, as well as 
taxpayers, were dissatisfied with the relief 
features provided in Section 722 of the 
preceding excess profits tax act, but the 
need for special relief was as great as ever. 
An attempt to meet the problem by ex- 
pansion of the income credit resulted in 
five. new sections which deal principally 
with hardship cases of the type intended to 
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Calendar Year 1951 
Total assets 


Indebtedness (not borrowed capital) 


Equity capital 

Industry rate—classification 59 
Industry rate applied 

Credit at 84 per cent 

Twelve per cent of equity capital 


Assumption1 Assumption 2 
$500,000 
50,000 
450,000 
9.8 
49,000 
41,160 
54,000 


(minimum) 


No relief is obtained under Assumption 2, while important relief is - 
obtained under Assumption 1 where the same asset total, but with substan- 


tial indebtedness, is used. 


be relieved by former Section 722. Under 
the new sections the amount of relief to 
be granted is expressly provided in any 
qualifying case, and many of the qualifying 
tests are subject to specific computation. 
Administrative determination is required 
for some of the qualification tests. 


Under each of these five sections a sub- 
stitute average base period net income is 
determined by applying industry rates of 
return on the excess of total assets, ex- 
cepting inadmissible assets and loans to 
members of taxpayer’s controlled group, 
over indebtedness, other than borrowed 
capital, to a member of a controlled group. 
The rates of return are announced by the 
secretary and are derived from statistics 
taken from income tax returns. The rates 
are computed without deductions for inter- 
est and, accordingly, the substituted income 
of a qualifying corporation is reduced by 
its own interest deduction. Under each of 
these sections, excepting the provision for 
new corporations, a taxpayer must have 
been in business prior to its base period 
to be eligible for the relief. 


In all five of these provisions for special 
relief, no allowance for the base-period 
capital addition is made excepting under 
Section 442, relating to abnormalities in the 
base period, which provides for such allow- 
ance if only one of the base-period years 
other than the last is adjusted. 


Preliminary experience indicates that far 
greater benefits will be obtained from the 
various general relief provisions than from 
these provisions for special relief.. The 
special relief features will ordinarily be of 
material importance only where there is a 
relatively large amount of indebtedness. In 
such situations the industry rate of return 
applied to the assets may materially exceed 
the statutory rate of 12 per cent applied 
to net assets, while the excess might be 
trivial if the assets were represented chiefly 
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by equity capital so that total assets are 
approximately equal only to net assets. 
(See Example 1.) 


Section 442— 
Abnormalities During Base Period 


In the excess profits tax schedule, Sched- 
ule EP-5(B) is provided for use in claiming 
the benefits of this section, which provides 
that if the taxpayer commenced business, 
actually or constructively, on or before the 
first day of its base period and can estab- 
lish that, for any year within or beginning 
or ending within its base period, normal 
production output or operation was inter- 
rupted or diminished because of the occur- 
rence of events unusual and peculiar in the 
experience of the taxpayer, or that the busi- 
ness of the taxpayer was depressed because 
of temporary economic circumstances un- 
usual in the case of the taxpayer, the 
average base period net income may be deé- 
termined in a special manner. 


This section is intended to provide relief 
for situations similar to those intended to 
be relieved under Section 722(b) of the 
World War II act. Its application features 
an important variation from the other spe- 
cial relief provisions. If only one of the 
three best years in the base period is 
affected by an abnormality, a substitute 
excess profits net income is computed for 
such year by applying the industry rates 
of return to the taxpayer’s total assets at 
the end of such year, and used if it exceeds 
110 per cent of the actual income. If more: 
than one of the three best base-period 
years is affected, the entire base period net 
income is determined by using industry 
rates and applied if the requisite conditions 
are met. The Revenue Act of 1951 added 
new subsection 442(h) to widen the appli- 
cation of this section for taxpayers which 
were equitably entitled to relief but could 
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not meet the rigid requirements of proof 
or which are disqualified for relief because 
the period affected by the abnormality is 
confined to the year eliminated. 


To qualify for this relief the event must 
be of substantial importance and unusual 
and peculiar in the experience of the tax- 
payer. Section 40.442-2(a)(3) of Regula- 
tions 130 offers some examples of events 
which qualify and some which do not under 
this condition. A flood in a particular 
locality will generally be regarded as un- 
usual, but it would not be regarded as 


-unusual where floods occur frequently. 


Events which qualify for this purpose are 
physical rather than economic, although 
strikes may be included. An example of 
an event which apparently does not qualify 
is a shutdown in a glass factory to overhaul 
the furnaces, where such shutdown gener- 
ally occurs once during a period of three 
or four years. The qualifying event must 
have occurred during or immediately prior 
to the base period. If the effects of the 
event would not be manifested until the 
base period, the event which occurred prior 
to the base period would normally be re- 
garded as having taken place immediately 
prior thereto. 


Under the prior act the Tax Court has 
apparently disposed of this timing factor 
in a manner which does not give regard 
to realities by holding that mere lapse of 
time prevented the years 1933 and 1934 
from being regarded as having been “im- 
mediately prior” to 1936 for the purpose 
of that expression under Section 722(b) (4) 
of the prior act. If the Tax Court’s posi- 
tion under that act is correct, and appar- 
ently it must be since its decision on a 
relief matter under the prior act is not 
subject to review, it would be even clearer 
that the lapse-of-time factor would be more 
strictly applied under the present act. This 
is because the basis for relief here is more 
restricted than the qualifying event of hav- 
ing commenced business or having changed 
the character thereof for the purpose of the 
prior relief provision. 


Under this section relief is also available 
for a corporation which suffered a depres- 
sion of business because of temporary and 
economic circumstances. Differing from 
Section 722(b)(2) of the prior act, it is 
not necessary for the taxpayer to demon- 
strate that the industry of which it is a 
member also suffered a temporary depres- 
sion. For situations in which the entire 
industry was temporarily depressed during 
the base period, possible relief is available 
under Section 446, under which feature, 
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economic, rather than physical, events con- 
stitute the basis for relief. The computa- 
tion of relief under this portion of Section 
442 is the same as in the circumstances 
under which the qualifying event is phys- 
ical. The outstanding type of event for 
application of this feature is the necessity 
of developing a new market for the tax- 
payer’s product because of having lost an 
important customer. A loss of raw material 
supplies because of foreign military opera- 
tions would also qualify. (See Example 2.) 


Section 443— 
Change in Products or Services 


The second type of special relief provi- 
sions applies to corporations which have a 
substantial change in products or services. 
The Regulations (Section 40.443-2(a)) pro- 
vide that the change must be substantial. 
A mere improvement or change in style, or 
usual and customary changes by a taxpayer 
handling a large number of items are not 
qualifying changes. Unlike the similar re- 
lief section in the old law, an elimination of 


.an unprofitable item or line is not a quali- 


fying change. 


Any corporation which has a substantial 
change in products or services and which 
began business on or before the first day 
of its base period must meet the following 


three requirements before qualifying for 
relief: 


(1) The 1950 act provided that the 
change must occur in the last 36 months 
of the taxpayer’s base period. The Rev- 
enue Act of 1951 modified this requirement 
by recognizing a change after the base 
period if the taxpayer commenced con- 
struction of facilities to produce the new 
product before July 1, 1950. To qualify, 
the program must have been undertaken 
pursuant to a license or similar contract 
granting production rights to the taxpayer 
before the end of the base period. 


(2) More than 40 per cent of its gross 
income or 33 per cent of its net income for 
the qualifying year must be attributable 
to one or more of the new products or 
services. 


. (3) The net income for the qualifying 
year must be 25 per cent higher than the 
average net income during the base period 
prior to the year in which the new product 
or service was introduced. (Net income 
is as adjusted for excess profits tax pur- 
poses under Section 433(b) dealing with 
base-period years.) 
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Example 2 


Abnormality in Base Period 
Subject to Adjustment Under Section 442 
Year Ended December 31, 1951 


Excess profits net income: 
1946, $30,000 
1947, $31,000 
1948, $50,000 
1949, $96,000 


Total assets at end of year: 
1946, $400,000 
1947, $450,000 
1948, $500,000 
1949, $650,000 


Interest paid: 
1946, none 
1947, $10,000 
1948, $10,000 
1949, $5,000 

Capital addition: 
1946, none 
1947, none 
1948, $25,000 
1949, $50,000 


(1) Assume that only 1948 was affected by a qualifying abnormality: 


Classification 37 rates: 
1946, 1.4 
1947, 13.5 | 
1948, 18.6 
1949, 21.4 
Base-period average: 
Total assets, 1948 
Rate (18.6 per cent applied) 
Interest expense for 1948 


Constructive net income, 1948 


110 per cent of $50,000 


Computation of average base period net income: 


1947 net income 


1948 constructive net income 


1949 net income 


Average 


84 per cent 


12 per cent of 1949 capital addition. . 
Excess profits credit, 1951 


$ 31,000 
83,000 
96,000 


$210,000 


$ 58,800 
6,000. 


(Any capital addition or reduction for the taxable year would also be 


given effect.) 


(2) Assume that 1947 and 1948 were both affected by the qualifying 


abnormality: 


Average total assets at end of years 1946 through 1949. . 
Base-period industry rate (classification 37) 


Rate applied 


$500,000 
14.5 


Deduct average interest expense 


Base-period capital addition (zero— 


Section 435 (f) (3) (A) 


Constructive average base period net income 


110 per cent of average of three best years. . 


The corporation must meet the tests of 
paragraphs (2) and (3) within the third 
taxable year following the taxable year in 
which the change occurred. The Regulations 
provide that the gross or net incomes there- 
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$ 64,900 


from are to be aggregated in determining 
whether the tests are met. In some in- 
stances, qualification might be prevented 
by a net loss from a new product offsetting 
gain from another. In such event, careful 
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analysis should be made to ascertain 
whether the loss is a real loss or whether 
adjustments should properly be made 
which would convert the loss to a profit. 
It is suggested that a new product which is 
still in the development stage should be 
excluded in applying this feature of the 
Regulations, though such result might re- 
quire capitalization of the loss during the 
development stage. 

If the corporation meets the requirements 
of (2) and (3) in a year prior to its first 
excess profits tax year, its average base 
period net income is determined by apply- 
ing an industry rate of return, as announced 
by the Treasury Department, to the total 
assets of the taxpayer on the last day of 
its first pre-excess profits tax year (1949 for 
calendar-year corporations) and reducing 
such amount by the interest paid during 
such pre-excess profits tax year. 

If the corporation meets the require- 
ments of (2) and (3) in an excess profits 
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tax year, the taxpayer applies the industry 
rate of return to its total assets as of the 
last day of such qualifying year and re- 
duces such amount by the interest paid 
during such year in computing its substi- 
tuted average base period net income. 

The base-period capital addition computed 
under Section 435(f) is not available to a 
taxpayer computing its average base period 
net income under this section. However, 
the taxpayer is entitled to use the capital 
addition or reduction computed under Sec- 
tion 435(g) beginning with the first day 
following the taxable year in which the cor- 
poration first qualified under Section 443, 
which qualifying year ended after June 30, 
1950. . 

Section 40.443-2, Regulations 130, pro- 
vides that “the taxable year with respect to 
which the taxpayer claims qualification under 
Section 443(a) must be the earliest year 
with respect to which the taxpayer meets 
the requirement of such section.” Strictly 














































































































Section 443 


Corporation A, manufacturing radios, began business in 1944. During 
the year 1947 it introduced a new product which was a substantial change 
from its regular line. Its tax returns are filed on the calendar-year basis. 


Operating results: 


Gross Income 


Excess Profits 
Year Total New Product Net Income 
1. Sa Ree nearer ener Pere $300,000 een $30,000 
a eer eee 200,000 $ 20,000 20,000 
Org: 200,000 30,000 20,000 
LS Tee cee 150,000 40,000 15,000 
| Ea ee eee 500,000 210,000 60,000 


Its total assets at December 31, 1950, were $400,000. Interest paid 


during 1950 amounted to $2,000. 


Corporation A meets the requirements of Section 443 (a) in 1950 as 


follows: 


(1) The change in the product occurred in the last 36 months of the 
taxpayer’s base period, and the qualifying year, 1950, occurred within three 
years following the year of the change in the product. 

(2) More than 40 per cent of its gross income in 1950 applied to the new 


product. 


(3) The excess profits net income for 1950 ($60,000) exceeds 125 per 
cent of the average excess profits net income for the base-period years prior 
to the year of change (125 per cent of $30,000 for 1946 is $37,500). 

The credit is then computed as follows: 

Total assets on December 31, 1950................... $400,000 






Less interest paid in 1950 


ae eee Orne ee eee 2,000 


Reconstructed average base period net income........ $ 47,600 


Industry rate of return (Classification 36 for radios). . 12.4 
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$ 49,600 






Excess profits tax credit for 1951 (84 per cent of $47,600) $ 39,984 


An addition or reduction to the above credit is allowed for the current- 


year capital addition or reduction. 
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applied, this would seem to prevent qualifica- 
tion for a later year if the taxpayer failed to 
claim qualification for the earliest year for 
which it met the tests. No such restriction 
appears in the Code section. However, the 
point seems to be relatively unimportant 
since claim for qualification may be made 
at any time within the period of limitation 
applicable to refund claims. (See Example 3.) 


Section 444—Increased Capacity 


An expansion of the growth concept is 
reflected in the relief which is based upon 
an increase in capacity for production or 
operation taking place within the last three 
years of the base period. Claim for such 
relief is entered in Schedule EP-5(D). This 
provision is intended to overcome the dis- 
advantage to taxpayers which increased 
their capacity in certain specified propor- 
tions during the latter part of the base 
period but did not realize the benefits from 
such expansion sufficiently during the base 
period to obtain a normal level of earnings. 
Under this section the mathematical tests 
differ from the other provisions in that they 
are not affected by income but by the in- 
crease in capacity and the costs of the 
additions. 


Three tests are provided, and a taxpayer 
qualifies if it meets any of such tests. These 
tests are summarized as follows: 


(1) As a result of additions of facilities 


its capacity at the end of a 36-month period 
was doubled; or 


(2) Additions of facilities resulted in an 
increase of 150 per cent in capacity at the 
end of the 36-month period and the adjusted 
basis of its total facilities at the end of such 
period was 150 per cent or more of the ad- 
justed basis at the beginning of the period; or 


(3) The unadjusted basis of its total facili- 
ties was doubled by the end of «he 36-month 
period. 

In meeting the above tests, if, during its 
first taxable year ending after June 30, 1950, 
the taxpayer completed construction of a 
factory building or other manufacturing es- 
tablishment, such factory building or other 
manufacturing establishment and such ma- 
chinery or equipment shall, for the purpose 
of determining whether there is an increase 
in capacity under the provisions of subsec- 
tion (b) of the act, be considered to have 
added to its total facilities on the last day 
of its base period if (1) the taxpayer, prior 
to the end of its base period, had completed 
construction work representing more than 
40 per cent of the total cost of construction 
of such factory building or other manufac- 
turing establishment; and (2) the comple- 
tion of such facilities was in pursuance of 
a plan to which the taxpayer was committed 
prior to the end of its base period. 


This paragraph shall not apply in deter- 
mining the amount of the taxpayer’s total 
assets for the purpose of subsection (c) 
(computation of average base period net 
income). 

The industry rate of return is applied to 
the taxpayer’s total assets at the last day 


Example 4 


Section 444—Increased Capacity 
Calendar Year 1951 


Assume that a corporation engaged in the printing business, Classifica- 
tion 27, commenced business prior to January 1, 1946, and uses the calendar 


year for accounting and tax purposes. 


Assume, also, the following with reference to plant additions and 


replacements: 


Capacity for production ... 
Adjusted basis of total facilities 
Unadjusted basis of total facilities 
Interest paid, 1949 

Total assets 

Industry rate 


Rate applied to total assets at Decem- 


ber 31, 1949 
Interest expense for 1949 


Constructive average base period net 


income . 


Excess profits credit (84 per cent)... 


December 31, 1946 
1000X 


December 31, 1949 
1500X 


$ 280,000 
—S=— 
$ 235,200 
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before the beginning of the first year sub- 
ject to excess profits tax. Interest incurred 
during the 12 months ended on such date 
is subtracted. The source of the taxpayer’s 
gross receipts during the last taxable year 
prior to the excess profits tax determines 
its industry classification. 


Increase in capacity for the purpose of 
this section results only from additions or 
replacements of facilities. Increased efficiency 
is not recognized. The addition of an extra 
shift to utilize existing facilities does not 
qualify. 


Replacement of a portion of a plant might 
easily increase the adjusted basis of the total 
facilities to more than 150 per cent, and such 
replacement would qualify under this sec- 
tion if productive capacity were increased 
to 150 per cent of the capacity at the begin- 
ning of the three-year period. If the re- 
placement represented a cost equal to 200 
per cent of the original cost of the replaced 
facilities which were owned at the beginning 
of the three-year period, the corporation 
would qualify under this section whether or 
not any increase in output resulted. (See 
Example 4.) 


Section 445—New Corporations 


Special relief is granted for new corpo- 
rations which have not attained normal 
earnings by the end of their base period. 
To some extent, it is similar to an exten- 
sion-of-growth theory, because the substi- 
tute credit allowed is designed to permit a 
return on total assets at the end of the 
taxpayer’s third taxable year and is avail- 
able only to corporations commencing busi- 
ness either actually or, if an acquiring 
corporation, constructively after the begin- 
ning of its base period. 


The excess profits credit determined by 
application of this section is an income- 
method credit, since a substitute average 
base period net income is computed. An 
interesting feature resulting from this is the 
adjustment that must be made to net in- 
come in accordance with Section 433 (a) 
(1) (O) relating to the interest adjustment. 


Section 445 (e) (1) provides that any 
excess profits credit computed for a new 
corporation under Section 445 for its first 
three taxable years shall not include any 
capital addition or reduction determined un- 
der Section 435 (g), since the capital addi- 
tions affect total assets under Section 445 
(c). Since the factor set forth in Section 
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433 (a) (1) (O) refers to amounts deter- 
mined under Sections 435 (g) (3) and (4), 
the factor would be zero, because no amounts 
were so determined. Thus, a new corpora- 
tion computing its credit for its first three 
taxable years under Section 445 could use 
its credit so computed or the $25,000 mini- 
mum, whichever is higher, with no adjust- 
ment to net income for interest on borrowed 
capital. 


In computing the credit under Section 
445 after the first three taxable years, capital 
additions and reductions under Section 435 
(g) are computed by considering the begin- 
ning date for such changes as the first day 
following the close of the third taxable year 
or the first day of its first excess profits 
tax taxable year, whichever is later, and 
the factor for adjusting interest is deter- 
mined from such date rather than from the 
first day of the first excess profits tax 
taxable year. 


Total assets for the purpose of Section 
445 as applied to the first three taxable 
years consist of the excess of all assets, 
excepting inadmissible assets and loans to 


_ members of a controlled group which con- 


stitute borrowed capital to such debtor 
members, over the amount of any indebted- 
ness, other than borrowed capital, to a 
member of a controlled group. A further 
test requires the assets to be held in good 
faith for the purposes of the business. The 
Revenue Act of 1951 defines total assets 
for the first three taxable years as being the 
net capital addition or reduction computed 
without regard to the limitation of 75 per 
cent of borrowed capital. The section as 
originally passed in the Excess Profits Tax 
Act of 1950 limited the increase or decrease 
in borrowed capital to 75 per cent, which 
was inequitable since the entire interest 
expense for the year is deducted from 
the credit. 


It should be observed that Section 40.442-3 
(d) (1), Regulations 130, provides that in 
determining total assets for the purposes 
of Section 442 (f), which is made the defi- 
nition of total assets by Section 445 (c), 
distributions to shareholders made during 
the first 60 days of any taxable year, except- 
ing the first taxable year ending after June 
30, 1950, which do not exceed the accumu- 
lated earnings at the beginning of the year 
shall be considered to have been made on 
the last day of the preceding taxable year. 
This harmonizes with the procedure under 
Section 441, relating to invested capital, but 
seems to be without specific statutory war- 
rant for application to Section 442. 
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Example 5 
Section 445—New Corporation 


Total Assets 
Taxable Period at End of Capital Interest 
Ending Year Addition Expense 
December 31, 1947 $200,000 
December 31, 300,000 
July 31, 1949 400,000 
July 31, 1950 500,000 $150,000 
July 31, 1951 600,000 250,000 
(A) Taxable year ended July 31, 1950 (fourth taxable year): 
(1) Under the facts stated above, the fiscal year ended July 31, 1950, 
would be the corporation’s fourth taxable year and its first excess 
profits tax taxable year. Its average base period net income for 
such year under Section 445 would be computed under subsection 
(b) (2) as follows: 
(a) Total assets to which industry rate would apply 
would be the total at July 31, 1949 (Regulations 
130, Section 40.445-2 (d) (2)) $400,000 
(b) Capital addition (Regulations 130, Section 
40.445-2 (c) (2)) 150,000 
(c) The result obtained by applying the industry rate to the above 
amount of total assets of $400,000 would be reduced by $9,500 
for interest for the 12 months ended July 31, 1949 ($2,500 for 
5 months in 1948 and $7,000 for 7 months in 1949) and would 
be increased by 12 per cent of the capital addition of $150,000 
(Regulations 130, Section 40.445-2 (b) (2)). 
(d) The net income would be increased by the interest adjustment, 
if any, under Section 433 (a) (1) (0). 
If the year 1948 were the corporation’s first taxable year, the fol- 
lowing factors would be used for the year ended July 31, 1950, the 
third taxable year: 
(a) Total assets: 
(I) Total assets at July 31, 1949 (Regulations 130, 
Section 40.442-2 (a) (1)) $400,000 
(II) Capital addition for July 31, 1950 (Regulations 
130, Section 40.442-2 (c) (2)) 150,000 


Total to which industry rate is applied $550,000 
(b) The result would be reduced by $12,000 for interest for the 
12 months ended July 31, 1950 (Regulations 130, Section 
40.445-2 (a) (2)) 
(c) There would be no adjustment to net income for interest. 
(B) Taxable year ended July 31, 1951: 
(1) Year ended July 31, 1949, is third taxable year: 
(a) Total assets at July 31, 1949, last day of the year 
ending before July 1, 1950 and 130, Sec- 
tion 40.445-2 (d) (2)). $400,000 
(b) Capital addition . 250,000 
(c) Reduction for interest for 12 months ended July 
31, 1949 (Regulations 130, Section 40.445-2 (b) (2)) 9,500 
(d) Net income would be subject to adjustment under 
Section 433 (a) (1) (0). 
(2) Under the assumption that the first taxable year was the calendar 
year 1948, the factors would be: 
(a) Total assets at July 31, 1950, last day of the third 
taxable year (Regulations 130, Section 40.445-2 
(d) (2)) $500,000 
Industry rate applies to $500,000. 
(b) Capital addition, to which rate of 12 per cent applies 100,000 
(c) Reduction for interest for the 12 months ending 
yy Gy) 1950 (Regulations 130, Section 40.445-2 
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The status of a new corporation does not 
result from certain types of acquisitions of 
property by newly organized corporations. 
Such transactions are as follows: 


(1) Acquisition of property from another 
corporation in such manner that the basis 
is determined by the transferor’s basis; 


(2) Acquisition of property from another 
corporation where both corporations are 
under the same control, to the extent of 
50 per cent or more, and where the transfer 
constitutes a substantial part of the assets 
of either corporation. “A substantial part 
of the assets” generally means 95 per cent 
or more. 


(3) Assets acquired indirectly from an- 
other corporation, controlled by the same 
persons to the extent of 50 per cent or 
more, by means of a distribution of a sub- 
stantial part of the business assets after 
December 1, 1950, and a secondary transfer 
by the shareholders to the taxpayer. 


Example 5 is intended to show an appli- 
cation of Section 445. 


Section 446— 
Depressed Industry Subgroups 


Another special relief feature benefits tax- 
payers which commenced business on or 
before the first day of their base periods 
and which are members of any of the in- 
dustry subgroups announced by the secre- 
tary as having been depressed during the 
base period. Qualification does not depend 
upon the taxpayer’s own experience but 
simply upon whether it was a member of 
a depressed subgroup. Such industries are 
those which had a rate of return for the 
years 1946 through 1948 of less than 63 


per cent of the rate of return which they 
experienced for the years 1938 through 1948. 
Relief is afforded by use of a substitute base 
period net income at the rate prescribed by 
the Secretary of the Treasury, such rate 
being 80 per cent of the average rate for 
the subgroup for the period 1938 through 
1948. A taxpayer belongs to a subgroup 
if more than half of its gross receipts for 
years beginning with or within its base 
period are attributable to such group. The 
taxpayer’s average base period net income 
is computed by applying the adjusted rate 
to the average total assets for the last day 
of each taxable year ending after the first 
day of its base period and prior to the first 
day of the taxpayer’s first year subject to 
excess profits tax and by subtracting from 
such result the average annual interest for 
such period. (See Example 6.) 


Section 459— 
Miscellaneous Special Relief 


Several special relief features are con- 
tained in new Section 459 but are designed 
primarily to meet particular situations 


_which are believed not to be of sufficient 


general interest to warrant attention in a 
discussion of this kind. These provisions 
relate to certain types of problems involv- 
ing transitions from wartime to peacetime 
production; correction for an abnormal 
base-period loss caused by a catastrophe 
such as a fire, explosion, etc., for example, 
the Monsanto Chemical Company disaster; 
consolidation of operating facilities of com- 
peting newspapers in the last half of the 
base period and prior to July 1, 1950; and 
also possible relief for corporations engaged 
in television broadcasting if so engaged 
prior to 1951 along with some other business. 


Example 6 


Section 446—Depressed Industry Relief 
Calendar Year 1951 


Assume that a corporation had assets at the ends of the years shown below: 


Average 


Tentative adjusted rate of return, Classification 2 


Rate applied 
Deduct average interest 


Constructive average base period net income 
Excess profits credit at 84 per cent 


$ 400,000 
450,000 
500,000 
650,000 


$2,000,000 


$ 500,000 
12.8 
64,000 
6,250 


$ 57,750 
48,510 


Effect is to be given to capital additions for the tax- 


able year. 
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Example 7 
Banks 


For banks which (a) have invested capital for the taxable year of more than 
$5,000,000 at line 7 of Schedule EP-4; (b) use the excess profits credit 
under the invested capital method; (c) have an increase in inadmissible 
assets; and (d) have an increase in total assets in excess of the increase 
in equity capital. 

Example of computation of adjustment for inadmissible assets under the alter- 
native method (Section 438 (g)) for entry at line 25 (e), Schedule EP-4: 
Assume: Average total assets for 1951 

Total assets at January 1, 1950 
Equity capital at January 1, 1951 
Equity capital at January 1, 1950 
Average daily inadmissibles, 1951 
Inadmissibles at January 1, 1950 
Computation under general method: 
Line 1 and 7 


15 (b) and 17, average daily new capital addition 

22 Inadmissibles, January 1, 1950 

23 Inadmissibles average, 1951 

24 Net new capital addition 

25 (a) Increase in inadmissibles 

25 (e) 

26 Net new capital addition 

27 Line 7 minus line 26, representing equity capital 
other than new capital addition 9.5X 

Alternative method: 

The amount at line 25 (e) is not to be greater than a sum bearing 
the same proportion to the increase in inadmissible assets as 
the ratio of the increase in equity capital to the increase in total 
assets. See instructions, page 15 for lines 24 and 25 


Adjustment for inadmissibles Net new daily capital addition 


Increase in inadmissibles Increase in total assets 
That is: 
Line 25 (e) Line 24 


Line 25 (a) Increase in total assets 
5 (e) 1.5X 
Applied to this example— = — 
IX 10X 
Thus, line 25 (e) becomes .15X, line 26 becomes 1.35X and line 27 
becomes 8.65X. 
Comparison, assuming X to be $1,000,000: General Alternative 
Method Method 
$ 500,000 $1,350,000 
9,500,000 8,650,000 


57 12 per cent of $5,000,000. ... . $ 600,000 $ 600,000 
58 10 per cent of excess over $5, 000,000 450,000 365,000 


$1,050,000 $ 965,000 
52,500 48,250 


65 (60 — 64) $ 997,500 $ 916,750 
66 12 per cent of line 26 ; 60,000 162,000 


$1,057,500 $1,078,750 


The alternative method in this example results in an increase of 
$21,250 in the excess profits credit over the credit provided by 
the general method, equivalent to an excess profits tax saving 


of $6,375. 
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Relief Features in General 


In many instances, small corporations can 
find relief from the excess profits tax more 
effectively by means other than the use of 
those provisions of the excess profits tax 
sections which were designed especially to 
afford relief from inequities. Many will find 
effective relief in converting the business 
to the partnership form. 


The procedure to which attention is 
called particularly is that of a reaccounting 
for the base-period years in cases in which 
basic errors are found in the accounting for 
such years. In all cases on the income 
method, a careful analysis should be made 
of the base period for any incorrect ac- 
counting or tax procedures that understate 
the base-period earnings. It may well be 
that inadvertent deductions of capital addi- 
tions will be found. If there are definite 
errors as distinguished from questionable 
items, such errors should be corrected. Of 
course, the taxpayer will have to pay the 
tax for the year of the error, but, in most 
cases, this tax will be more than recovered 


in the excess profits tax years. Section 452° 


provides authority for the Treasury to col- 
lect taxes for years otherwise barred if 
adjustments are made by the taxpayer in- 
creasing base-period incomes. 


This suggested procedure should be ap- 
plied to all types of errors that were defi- 
nitely erroneous for tax purposes. As a 
further example, assume that it has been 
the consistent practice of the taxpayer to 
include only material and labor in. inven- 
tories and to expense all of the manufactur- 
ing burden. This practice is definitely 
against the regulations concerning inven- 
tories. Assume that in taxpayer’s first ex- 
cess profits tax year, at the request of the 
Security and Exchange Commission, the 
taxpayer included burden in its ending 
inventories. In such a case, it is suggested 
that the taxpayer should correct all of its 
base-period years to conform with the ac- 
counting procedure for the excess profits 
tax years. Such steps might result in two 
benefits: one, a higher base-period average 
would be obtained if inventories increased 
during that time; and two, the large income 
in 1950 resulting from the inclusion of the 
burden in the inventories would be allocated 
to the proper years instead of being in- 
cluded entirely in an excess profits tax year. 


The above examples are only two incor- 
rect procedures that may be found. Others 
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include improper accruals of expense, de- 
ferment of income, other improper inven- 
tory costing, and improper purchases and 
sales cutoffs at the end of the year. 


Taxpayers computing their credits by the 
invested-capital method should make an 
analysis to see that all assets are included 
in total assets at their bases for determining 
gain on sale or exchange. Some of the com- 
mon errors that may be found are the 
following: 


First, companies organized prior to 1913 
may not have increased their assets to the 
March 1, 1913, value. This is particularly 
true of land, since there would have been 
no necessity for determining such value if 
the property was not sold. Most depreciable 
assets which were owned at that date would 
now be fully depreciated and would not be 
the basis of any adjustment, but any cor- 
poration that has substantial amounts of 
land should make sure that any land ac- 
quired prior to 1913 is included at its tax 
basis. 


. Second, invested-capital taxpayers should 
make a detailed analysis of surplus to see 
what assets may have been charged off 
for book purposes but were not deductible for 
tax purposes. This is quite common for 
such items as purchased good will, organi- 
zation expenses, patents and other intangi- 
ble assets. All such assets should be included 
at their tax base even though they have 
been written off years before for book 
purposes. 


Third, an analysis should be made to see 
that the items deducted as liabilities repre- 
sent true liabilities and proper accruals ra- 
ther than surplus reserves or appropriations. 
As is well known, it is common for accruals 
to be made for book purposes that may not 
be properly deductible for tax purposes, and 
such items must not be overlooked in com- 
puting invested capital. 


Fourth, such improper procedures as ex- 
pensing capital additions and undercosting 
inventories would also affect invested capi- 
tal, since total assets would be understated. 


The special relief provisions (Sections 
-442, 443, 444, 445 and 446) are important, 
but their applicability will generally be quite 
limited. It is even more important that 
taxpayers see that they are getting proper 
“relief” by being sure that their credits are 
being computed as high as is possible by 
applying correct tax accounting procedures. 


[The End] 
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Capital Gains v. Ordinary Income 


By W. WALLER GROGAN, CPA 


Partner, Escott, Grogan and Company, Louisville, Kentucky 


HE TITLE of my article sounds pugil- 

istic and, as a figure of speech, that is 
somewhat true, for this “battle” has been 
going on for a long time, and I would 
venture that “ordinary income” has won 
more rounds than it has lost. My own 
views would more nearly conform, at least to 
the title, with a lecture at the New York 
University Seventh Annual] Institute on 
Federal Taxation, “Capital Gains—A Gloomy 
Introduction,” by Jacob Rabkin. For a 
very long time both taxpayers and their 
counsel have contrived by various means 
and devices to designate gain as being de- 
rived from capital and have likewise tried 
to avoid the treatment of losses as “capital 
losses.” It seems probably true that amend- 
ments made to Section 117 equal or exceed 
those made to any other section of the 
Code. It follows that considerable litiga- 
tion has resulted from some “sales or 
exchanges” within the purview of this sec- 
tion. J am inclined to believe that we may 
expect both Congress and the courts to 
contract and restrict the benefits and liber- 
alities of the past. 


To be more specific, there have been 
many transactions wherein inconsistent re- 
sults have been reached. In numerous 
cases three results seem not to fit into the 
fundamental concept of capital gain and 
loss transactions. Many loopholes have 
been found. The natural result is that the 
“rules” constantly need changing. Indeed, 
many changes have occurred as I will try 
to point out. 


1 Proceedings of New York University Seventh 
Annual Institute on Federal Taxation (1947) 
(Matthew Bender & Company, 1948). 

2G. H. Nicholson, CCH Dec. 18,808, 17 TC —, 
No. 169 (1952); John T. Roberts, CCH Dec. 
18,811, 17 TC —, No. 171 (1952); J. L. Sullivan, 
CCH Dec. 18,812, 17 TC —, No. 172 (1952). 

3 Susan J. Carter, CCH Dec. 16,015, 9 TC 364 
(1947), aff'd 48-2 ustc { 9415, 170 F. (2d) 911 


Considering the broad scope of property 
as “defined” under these provisions, it is to 
be expected that interpretations of many 
transactions have resulted in much confu- 
sion. From the following examples I hope 
that you will either be less confused or will 
be better informed of existing confusion. 


The theory of the capital gains tax 
seems justifiable. It tends to “average” 
income realized from enhancement of values 
over more than one taxable period, but the 
present six-month holding period makes for 
a highly preferential treatment of this cate- 
gory of income. The ability to use a cor- 
poration to convert ordinary income into 
capital gains is comforting to all taxpayers 
and to most tax practitioners. Perhaps this 
miracle of transmutation is becoming too 
easy. I am sure you will agree that these 
provisions cannot be isolated from the main 
body of our tax structure. In comparison 
with the rates on ordinary income, the tax 
rates on long-term capital gains are con- 
ducive to the accumulation of wealth. Ac- 
cumulated earnings, in most cases, are 
readily convertible into capital gains in a 
complete liquidation—and the liquidations 
do not always have to be complete if the 
important element of a “business purpose” 
is found to exist. Even earnings not yet 
“accumulated” may be conveniently turned 
into capital gains by distributing potential 
profits contained in contracts as a distribu- 
tion in liquidation. It is common knowl- 
edge that many corporations were organized 
solely to complete one task or purpose in 


(CA-2). The sole stockholder of a dissolved cor- 
poration received assets in value exceeding the 
cost basis of her stock, and she also received, 
as a distribution in kind, several brokerage- 
commission contracts, payable by sales of oil 
brokered, with no ascertainable fair market 
value. There were no further services required 
under the contracts. The result was simply 
that the contracts were distributed in exchange 
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anticipation of liquidation, so that earnings 
would entirely escape the corporate surtax. 
(I say “were” because of the “christening” 
of the collapsible corporation with the water 
of illegality by the Revenue Act of 1950.) In 
fact, for a time liquidation was not even re- 
quired.* The Third Circuit, in affirming the Tax 
Court, had approved a maneuver which 
produced practically the same result as 
a stock redemption without the threat of a 
taxable dividend. The device required a 
subsidiary to purchase its parent company’s 
stock from the parent’s stockholders. Thus 
the parent wasn’t redeeming its own stock, 
and the subsidiary’s purchase couldn’t be 
considered a taxable dividend even though 
the result was identical with the result that 
would have obtained had the parent itself 
bought the stock. This loophole was plugged 
by the Revenue Act of 1950.5 After long 
years of litigation, the interest of a partner- 
ship, though representing unrealized apprecia- 
tion in noncapital assets, is now conceded 
to be a capital asset.® 


Proceeds of the sale of a certified public 
accountant’s practice were held to be from 


good will and capital gain resulted (Richard © 


S. Wyler, CCH Dec. 17,707, 14 TC 1251 
(1950)). The same decision was reached in 
Rodney B. Horton (CCH Dec. 17,116, 13 TC 
143 (1949), appeal dismissed 180 F. (2d) 354 
(CA-10, 1950)), but the sale price was 
divided equally between good will and a 
covenant not to compete. The decisions 
recognize a conflict in cases as to whether 
vendible good will can exist in a profes- 
sional practice. The sale of an interest in 
a law firm has now been held to be a capital 
asset (Max Swiren, 50-2 ustc { 9384, 183 
F. (2d) 656 (CA-7), rev’g and remanding 
CCH Dec. 17,241(M), 8 TCM 924 (1949)). 


(Footnote $ continued) 

for the stock, and the gain was to be computed 
as from any other exchange which required a 
valuation or fixing of the fair market value. 
Since, however, these contracts were condi- 
tional and contingent as to future payments, 
it was considered that they had no fair market 
value. The tax was thus postponed until the 
payments were actually received by the stock- 
holders, and when they were, the question 
concerned their treatment. They were regarded 
as capital assets and, therefore, another form 
of a liquidating distribution in exchange for 
the stock. The court had ample opportunity to 
allocate all or some of the income from these 
contracts to the corporation, but it expressly 
drew the line between those contracts under 
which payment was due at the date of liquida- 
tion and those under which payment was not 
yet due and was contingent upon future events. 
Subsequent payments on the latter kind of con- 
tracts were held to be income, not of the cor- 
poration but of the stockholder. 
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In view of the now-settled treatment of 
a sale of an interest in a partnership, surely 
the sole proprietor who would sell his 
entire business can justifiably complain of 
the way he is treated, that is, the failure 
to apply the entity theory to him. For 
a time it was generally believed that when 
an individual disposed of his business, lock, 
stock and barrel, he had sold one piece of 
property for tax purposes, and this was the 
conclusion reached in Arkay Drug Company, 
CCH Dec. 14,234(M), 3 TCM 1194 (1944). 
Now, however, this view is obsolete and 
has been superseded by the decision in 
Williams v. McGowan (46-1 ustc J 9120, 152 
F. (2d) 570 (CCA-2)), holding that the sale 
of such a sole ownership as a going con- 
cern is not the sale of one capital asset. 
The decision held that the segments of the 
business were to be separately matched 
against the definition of a capital asset, and, 
unless the assets “matched,” ordinary gain 
or loss resulted. The Williams case is the 
leading authority for the tax aspects inci- 
dent to the sale of a proprietorship busi- 
ness, though opposed to the very clear and 
persuasive logic of Judge Frank’s dissent- 
ing opinion: 

“But I do not agree that we should 
ignore what the parties to the sale actually 
did. They did not arrange for transfer to 
the buyer, as if in separate bundles, of the 
several ingredients of the business. They 
contracted for the sale of the entire busi- 
ness as a going concern.” 


A trust beneficiary may now convert 
what would be ordinary income into a 
capital gain by selling his interest for a lump- 
sum consideration to a third party or by 
surrendering his trust interest to the re- 
mainderman.” A trade name, the value of 









The success of this type of transaction de- 
pends upon two essential elements: (1) con- 
tracts where the corporation is to receive future 
contingent and uncertain payments and (2) dis- 
tribution ef the contracts to stockholders in 
complete liquidation of the corporation. 

4Commissioner v. Trustees Common Stock, 
John Wanamaker, Philadelphia, et al., 49-2 ustc 
| 9486, 178 F. (2d) 10 (CA-3). 

5 Amendment to Code Sec. 115(g) (2). 

6G. C. M. 26379, 1950-1 CB 58. In looking 
back over the years of litigation on this point, 
it is interesting to note this observation in the 
text of Merten’s (1942) on the decision in D. T. 
Humphrey, CCH Dec. 8913, 32 BTA 280 (1935): 
‘“‘The decision comes perilously close to endow- 
ing a partnership with entity contrary to the 
usual income tax theory’’ (the ‘‘endowment”’ is 
now complete). 

7 Beulah E. McAllister v. Commissioner, 46-2 
ustc {| 9337, 157 F. (2d) 235 (CCA-2). 


which lies in its ordinary-income-producing 
ability, may create capital gain for an in- 
definite period where the exclusive and 
perpetual right to use the trade name was 
sold." The same taxpayer may be both a 
dealer in one block of securities and an 
investor in another block of the identical 
securities.” The rules are different in the 
case of patents, depending upon whether 
one is an amateur or a professional or 
whether the patent is used in the trade or 
business. 


In Associated Patentees, Inc.,° four indi- 
viduals transferred patents which they 
jointly owned in equal proportions to a 
corporation under a contract whereby the 
corporation was to pay them 80 per cent of 
the annual income received from the li- 
censes granted for the use of these patents. 
The four individuals were the sole stock- 
holders and directors, and the entire income 
of the corporation was derived from royal- 
ties on the patents turned over to it by 
these individuals. The court held that 
the sums received by the four individuals 
represented part payment of the sales price 
of the patents. The same amount of per- 
sonal effort devoted to winning a prize or 
contest would assuredly be treated as ordi- 
nary income. 


This brief sketch of some odd but in- 
teresting results will be followed by a very 
condensed history of the development of 
the capital-asset provisions from 1921 to 
1942; a review of vital changes made by the 
Revenue Acts of 1950 and 1951; a recitation 
of the present statutory provisions; and 
illustrations of the requirements of the stat- 
ute by the citation of selected Uecisions. 


Brief History of Provisions 


The fundamental concept of separate tax 
treatment of the gain from a capital asset 
appears to have as its premise or design 
the purpose to escape the prohibitive sur- 
taxes on individuals which would otherwise 
apply to the gain derived from the sale or 


exchange of such assets. As the gain rep- 
resented an enhancement in value over a 
period of two years or more, there was a 
gradual increment which should not be 
taxed in the year of sale as ordinary in- 
come. Judge Opper’s opinion in Herman 
Shumlin™ holding the income in question to 
be ordinary income states: “No violation of 


8 Rainier Brewing Company, CCH Dec. 15,228, 
7 TC 162 (1946), aff’d 48-1 ustc {J 9134, 165 F. 
(2d) 217 (CCA-9); Seattle Brewing & Malting 
Company, CCH Dec. 15,117, 6 TC 856 (1946), 
aff'd 48-1 ustc { 9135, 165 F. (2d) 216 (CCA-9). 
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the legislative design can result from this 
treatment. The special lenience with respect 
to capital gains has its genesis in the possi- 
bility that since increases in the value of 
capital assets may cover a number of years, 
taxation of the total gain in any one year 
is inequitable.” 


The capital-gain provisions first appeared 
in revenue legislation in the 1921 act. Prior 
thereto, profits from the sale of capital 
assets were taxed as other income and 
subject to the surtax rates in the year of 
realization. The 1924, 1926, 1928 and 1932 
acts taxed capital gains separately at 12% 
per cent and limited the deduction for loss 
sustained upon an asset held over two 
years to a maximum credit against the tax 
on ordinary income of 12% per cent of such 
loss, that is, the ordinary tax was reduced 
by 12% per cent of the capital loss. 


Beginning with the 1934 act, the taxing 
of capital gains on an entirely separate 
basis was abandoned. Gains and _ losses 
were to be taken into account in computing 
net income and thus became subject to 
surtax. However, net gains or losses were 
limited to certain percentages determined 
by the period of time the capital assets had 
been held at the date of sale. Holding 
periods of assets and percentages were di- 
vided into five brackets ranging from 100 
per cent of the gains from capital assets 
held for not more than one year to only 
30 per cent of such gains if the assets had 
been held for more than ten years. The 
limitation on capital-loss deductions was 
$2,000, plus the gains from similar sales 
and exchanges. 


The 1936 act made one important change 
which allowed the amount of the gain rec- 
ognized upon an exchange in liquidation, 
that is, a complete liquidation, to be taken 
into account under the sliding-percentage 
rule rather than under the 100 per cent rule. 


The 1938 act made several important 
changes, both in form and substance. The 
sliding-percentage method was continued, 
but the number of brackets was reduced 
from five to two. Taxpayers other than 
corporations were permitted to use, in deter- 
mining taxable net income, 66% per cent 
of the excess of gain over loss if the prop- 
erty had been held for more than 18 months 
but less than 24 months and 50 per cent 
of such excess gain or loss if the property 


*Carl Marks & Company, Inc., CCH Dec. 
17,071, 12 TC 1196 (1949) (acq.). 
104 TC 979 (1945). 


11 CCH Dec. 18,129, 16 TC 407 (1951). 
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had been held for more than 24 months. 
Corporations were not permitted to use the 
reduced percentages. The alternative tax 
computation, which first appeared in the 
1938 act, provided that after excluding the 
amount of net long-term capital gains from 
income, the tax on this amount was to be 
computed at a 30 per cent rate. The tax- 
payer was entitled to use, for tax-payment 
purposes, the lower of the two figures 
obtained from computations made pursuant 
to these two different methods. Similarly, 
in the case of a net long-term capital loss, 
the tax was computed on net income in- 
creased by the loss, the partial tax to be 
reduced by 30 per cent of such loss. Corpo- 
rations only were limited to loss deductions 
of $2,000. 


Material changes were made in the Reve- 
nue Act of 1942. The short-term holding 
period was reduced to six months or less, 
because Congress believed that the lower- 
ing of the holding period to six months 
would have an encouraging effect upon the 
realization of capital gains and result in 
added revenue. Both long- and short-term 
losses were allowable against similar gains, 
and the privilege of deducting a net capital 
loss from ordinary income was allowed to 
the extent of $1,000 per year only to in- 
dividuals. The excess of a net long-term 
gain over a net short-term loss was taken 
into account at only 50 per cent, and the 
alternative rate was then applied to 50 per 
cent of the excess gain. 


The 1942 act added one of the most im- 
portant provisions in the history of Sec- 
tion 117, and probably one of the most 
beneficial to taxpayers, in subsection (j). 
It extended the tax limitation accorded 
recognized net gains of capital assets held 
for more than six months to gains and 
losses from these three sources: (1) sales 
or exchanges of real estate property, both 
land and improvements, used in the trade 
or business and held for more than six 
months; (2) the involuntary conversion of 
business real estate and depreciable prop- 
erty held for more than six months (de- 
struction in whole or in part, theft, seizure 
or condemnation); and (3) involuntary con- 
version of capital assets held for more than 
six months. Property used in a trade or 
husiness was defined as (a) property of a 
character which is subject to the allowance 
for depreciation and which has been pos- 
sessed for more than six months and (b) 
real estate used in the trade or business 
and which has been held for more than six 
months, neither of which would constitute 
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property of a kind to be included in the 
inventory or held by the taxpayer for sale 
to customers in the ordinary course of 
business. 


The Senate Finance Committee report af- 
fords this observation: “It is believed that 
this Senate Amendment would be of material 
benefit to businesses which, due to depressed 
conditions, have been compelled to dispose 
of their plant or equipment at a loss.” 
Briefly, any net recognized gain from sales, 
exchanges or conversion of Section 117 (j) 
assets is considered as a long-term capital 
gain and thereby reduced by 50 per cent, 
whereas any similar net loss is treated as 
an ordinary loss, deductible in full, and not 
subject to the 50 per cent provision in 
Section 117 (b). As an example, we will 
consider this simple illustration: Two gain 
transactions, one from the sale of business 
real estate for $5,000 and one from the 
condemnation of a farm held more than six 
months for $7,000, the total gain being 
$12,000; and two loss transactions, a loss 
on the sale of machinery used in the busi- 
ness and held for more than six months of 
$8,000 and a loss from storm damage of 


. business property of $1,000, the total loss 


being $9,000. The net gain of $3,000 is 
included at 50 per cent, or $1,500, and the 
maximum tax will be $750. If you consider 
the reverse of this for a moment, that is, 
a loss of $12,000 and a gain of $9,000, the 
net loss of $3,000 is deductible in full from 
ordinary income. Of course, the ideal situ- 
ation is one where you might take all gains 
under this section in one year and all losses 
in another year, and, while this rule is 
often impossible of attainment, the closer 
you can come to it the better will be the 
tax result that will follow. This beneficial 
treatment allowed under Section 117 (j) 
is usually referred to as “117 (j) property,” 
and if the taxpayer can meet the two neces- 
sities in classifying these assets, he comes 
close to having his cake and eating it too. 
(The Commissioner tried unsuccessfully to 
offset a long-term capital gain with a Sec- 
tion 117 (j) loss in the recent case of John 
L. Sullivan, CCH Dec. 18,812, 17 TC —, 
No. 172 (1952).) 


Changes Made by 1950 Act 


This 1950 act contains six provisions affect- 
ing the eligibility of certain transactions for 
capital-asset treatment under Section 117, 
notably the “collapsible corporation” discussed 
elsewhere. Among the more important 
provisions was the addition of subsec- 
tion (C) to Section 117 (a) (1). The 
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subsection excludes from the definition of 
property under this section, copyrights and 
literary, musical or artistic compositions or 
similar property held by (1) a taxpayer 
whose personal efforts created such prop- 
erty or (2) a taxpayer in whose hands the 
basis of such property is determined in 
whole or in part by reference to the basis 
of such property in the hands of the person 
whose efforts created the property. Thus, 
it seriously affected the tax treatment of 
literary, musical and artistic works. It is 
believed that income tax law is clear as to 
the profits of the professional artist or 
writer who normally would receive such 
income on a continuing year-after-year 
basis, but the amateur or the “one shot” 
story or song writer had posed a problem. 
Congress closed another loophole in pro- 
viding that such artistic works and com- 
positions, or similar property cannot be 
capital assets, and it does not matter whether 
the creator of the work be professional or 
amateur. The above amendment does not 
affect the tax treatment of a patent, in- 
vention or design, and thus it appears that 
some discrimination is present. 


The 1950 act also added Section 117 (g) (3), 
which provides that any gain attributable 
to the sale or exchange of property to which 
amortization was allowed by Section 124A 
is ordinary gain to the extent that the adjusted 
basis was reduced by such amortization. 


Collapsible Corporations 


Perhaps one of the most interesting and 
far-reaching changes in tax legislation in 
recent years to increase ordinary income 
and reduce capital gains was made in the 
Revenue Act of 1950 and amended in the 
1951 act. The legislative origin appears 
in the President’s tax message of January 
23, 1950, when he did some “plugging” for 
some plugging. The President, in speaking 
of raising revenue by closing loopholes, 
referred to the “temporary corporations” 
device. The typical collapsible corporation 
then confronting the Treasury Department 
was the “Hollywood pattern” (see “Effect 
of Collapsible Corporation Provisions on 
Real Property Holdings” by Bruce H. 
Greenfield, Proceedings of New York Uni- 
versity Tenth Annual Institute on Federal 
Taxation (1951)). The problem involved 
the formation of a corporation for the pur- 
pose of producing a single motion picture. 
After the picture was completed and after 
the negotiation of a contract for distribu- 
tion, the corporation was caused to dissolve 
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or “collapse” (or the capital stock was 
sold) and the contract was distributed as 
a dividend in kind in exchange for the 
capital stock. This was, of course, prior 
to the realization or distribution of any 
income, and the corporation would gen- 
eraliy pay no tax since income is not 
(usually) realized upon distributions in 
liquidations. 


The former stockholders would treat as 
capital gain the excess of the fair market 
value of the picture-distribution contract 
received in liquidation over their cost of the 
Stock, and, as proceeds came in thereafter, 
they would be matched up with the “basis” 
established for the distribution contract 
received on dissolution, with the result that 
what would have been ordinary income re- 
sulted in capital gain to the stockholders. 
Thus, the profit from the production of the 
picture was never subject to corporate 
taxes. This pattern, with certain variations, 
was also used by the building-construction 
industry. During the consideration by 
Congress of the revenue bill of 1950, it was 
indicated by the Treasury Department that 
more than 100 cases of this type were under 
examination. Undoubtedly the Treasury 
was attempting to formulate its strategy of 
attack on these devices, because the matter 
had not been squarely passed upon at that 
time by any federal court. In other words, 
ii was not certain whether these devices 
would succeed. The uncertainty of the 
judicial view of these cases is further indi- 
cated by the fact that the 1950 amendment 
was to be applicable only to taxable years 
ending after December 31, 1949, and to 
apply only with respect to gains realized 
after such date. 


The 1951 act amended the collapsible cor- 
poration Section 117 (m) (2) by extending 
the application of this section to the cor- 
poration formed or availed of for the pur- 
pose of purchasing property which in its 
hands would be stock in trade or other 
property properly includible in inventory 
and held for sale to customers. It is im- 
material for the purpose of this amendment 
whether the purchase of the property’ in 
question is made from the shareholders of 
the corporation or from persons other than 
the shareholders, but the property in the 
hands of the corporation must be of the 
kind described in Section 117 (a) (1) (A), 
that is, stock in trade. The amendment 
applies to taxable years ending after August 
31, 1951, but only to gains realized after 
that date. The determination of the tax 
treatment of such gains realized in taxable 
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years prior thereto will be made as if this 
section had not been enacted and without 
inferences drawn from the fact that the 
amendment made is not specifically retro- 
active and also without inferences drawn 
from the limitations contained in Section 
117 (m) as amended. This change will 
prevent the procedure used to transfer a 
commodity to a new or dormant corpora- 
tion, the stock of which is then sold to the 
prospective purchaser of the commodity 
who thereupon liquidates the corporation 
to obtain possession. It appears frem Con- 
gressional committee reports that whiskey 
was the commodity often used to syphon 
off the accretion in the value of the whiskey 
in the form of capital gains. 

Though the statute defines such a cor- 
poration with painstaking care, it is certain 
that many questions will be raised in the 
application of these definitions, and such 
words as “principally,” “with a view to” 
and “availed of” will eventually be resolved 
by judicial interpretation. Of course, we 
still have one liberty, and that is the form 
of doing business. Surely, in some instances 
the desired result may be accomplished by 
a partnership rather than a collapsible cor- 
poration, and some fertile minds will un- 
doubtedly find other routes to by-pass this 
“detour.” 


One test of a pre-1950 collapsible cor- 
poration has very recently appeared in the 
case of Herbert v. Riddell (52-1 ustc § 9209, 
103 F. Supp. 369 (DC Calif.)). F. Hugh 
Herbert had written the winning play “Kiss 
and Tell,” which would make a good movie. 
Herbert and his partner, Abbott, set up a 
corporation to produce the movie. While they 
must have been looking for capital gain, they 
also had a desire to retain control of the cor- 
poration. They borrowed $400,000 and con- 
tracted with Columbia Pictures to provide 
facilities for production and distribution. Upon 
completion of the picture, both men considered 
using the corporation to produce other 
pictures, but one did not wish to risk his 
capital and profits and in December, 1945, 
the corporation was dissolved. The picture 
was appraised at $973,000, and capital gains 
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EL ee $1,000 $1,000 
eT or ere ($2,500) ($4,000) 





were computed on that basis. The govern- 
ment advanced many arguments in its 
efforts to pierce the corporate veil, but the 
pre-1950 collapsible corporation stood up, 
and the court rejected the government’s 
contentions that the corporation should not 
be recognized. The court found that when 
the corporation was formed, it was intended 
to have an indefinite existence. It, there- 
fore, did not answer the question specifically 
as to a corporation formed to engage in 
one transaction. Even under present law, 
a collapsible corporation, qualifying as such, 
can be used to achieve capital gains rather 
than ordinary income by avoiding some of 
the specific prohibitions in the law. 




























































































Other 1951 Act Changes 


Present law excludes 50 per cent of a 
long-term capital gain or loss from the 
computation of net capital gain, net capital 
loss and net income but includes 100 per 
cent of a short-term gain or loss. Thus, 
$1 of short-term loss wipes out $2 of long- 
term gain. Under the 1951 amendment, the 
50 per cent factor is not applied to each 
















































































only to a net long-term capital gain exceed- 
ing a short-term loss. Thus, the excess of 
long-term gains over long-term losses is 
not reduced 50 per cent, nor is the reverse 
of this true. These changes in the treat- 
ment of offsetting short- and long-term 
capital gains and losses have both favorable 
and unfavorable consequences, as can be 
seen from the table below. 




























































































Sale of Land 
with Unharvested Crops 


Section 117(j) has been amended to pro- 
vide that where land used in a trade or a 
business and held for more than six months 
is sold with an unharvested crop, the crop 
is also to be considered property used in 
the trade or business. The length of time 
for which the crop has been held, as dis- 
tinguished from the land, is immaterial. 
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This resolves a conflict in court decisions * 
on the question of whether a sale of an 
unharvested crop is from property held 
primarily for sale to customers or whether 
it should be treated as property “used in a 
trade or business,” that is, Section 117(j) 
property. The Commissioner has endeavored 
to segregate the gain attributable to the 
crop and to tax it as ordinary gain. The 
recent amendment provides that where the 
land has been held for more than six months, 
the entire proceeds, including those from 
the unharvested crop or fruit, will be treated 
as Section 117(j) property and, therefore, 
subject to the capital-gain treatment if 
there is a net gain from the sale of all of 
the classes of property described in Section 
117(j). Under this provision, no deduction 
is allowed which is attributable to the pro- 
duction of such crops or fruit, but the de- 
duction so disallowed shall be included in 
the basis of the property for the purpose 
of computing gain or loss. The amendment 
is applicable to taxable years beginning 
after December 31, 1950, but the disallow- 
ance of expenses will apply to any open 
year, whether before or after December 31, 
1950. Since most commercial crops do not 
require more than one year to grow, the 
expenses to be disallowed will generally 
relate to the year of the sale or the year 
just prior thereto. In the McCoy case the 
circuit court indicates that the 1951 amend- 
ment was intended to clarify the law, not 
to change it. 


Sales of Livestock 


In the case of farmers, there has been 
considerable doubt as to whether livestock 
held for draft, dairy or breeding purposes 
is “property used in the trade or business” 
or whether, in some instances, the livestock 
was actually held primarily for sale to cus- 
tomers. Much litigation has consequently 
followed to resolve these doubts. The 1951 
act clarifies this situation and extends the 
provisions of Section 117(j) to provide that 
“property used in the trade or business” 
shall include livestock, regardless of age, 
which has been held by the taxpayer for 
draft, breeding or dairy purposes, if acquired 
at least 12 months prior to the date of sale. 
According to the Senate Finance Committee 
report, it need not have been held for the 
entire 12 months (for such purpose), as 
long as it has been held for such purpose 
at the time of sale. This amendment ap- 


2 Irrgang v. Fahs, 502 ustc § 9519, 94 F. 


Supp. (DC Fla.), and Thomas J. McCoy v. Com- 
missioner, 51-2 ustc 9500, 192 F. (2d) 486 


plies to taxable years beginning after De- 
cember 31, 1941, except that the extension of 
the holding period from six to 12 months is 
applicable only with respect to taxable years 
beginning after December 31, 1950. The 
amendment to this section may, therefore, 
provide refunds or enable some taxpayers 
to overcome deficiencies for prior years. 
There is no extension in the statute of 
limitations, and this section will affect only 
years which are not barred or otherwise 
kept open. 


Sale of Depreciable Assets Between 
Spouses, Controlled Corporations 


The addition of subsection (0) to Section 
117 of the Code denies capital-gain benefits 
to transfers of depreciable property between 
certain related interests. Whether the sale 
or transfer is made directly or indirectly 
between husband and wife or between an 
individual and a corporation in which he, 
his spouse and their minor children and 
minor grandchildren own 80 per cent of 
the value of the outstanding stock, it will 
be treated as resulting in ordinary gain. 
This is an important change in this field, 
and now that this opportunity is gone we 
shall realize how valuable it was. The 
chance to pay a maximum tax of 25 per cent 
on the profit from property and then to give 
the other party the benefit of a greater 
deduction in the form of depreciation or 
possibly to realize a loss on the subsequent 
sale or exchange, as an ordinary loss, is one 
we are sure to miss. While this change 
clearly converts what would have been 
capital gain into ordinary income, it seems 
that a loss, however, from such a sale or 
exchange (between family members) will 
be disallowed under Section 24(b)(1) of 
the Code. It should be noted that this new 
section should not apply to the sale by a 
partnership of its property to a corporation, 
either existing or new, unless one particular 
partner, plus his wife, children and grand- 
children, own or will own in excess of 80 
per cent of the stock of the transferee 
corporation. In incorporating an existing 
partnership, it is sometimes advantageous 
to make transfers of property for stock a 
taxable exchange, that is, to come outside 
the provisions of Section 112(b)(5) and 
thus permit the gain from such depreciable 
property to qualify for capital-asset treatment. 
This advantage may be possible where the 
80 per cent ownership of stock is not met. 





(CA-10), rev’'g CCH Dec. 17,978, 15 TC 128 
(1951). 
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Coal Royalties 


One of the more generous of the 1951 
amendments (to Section 117(k)(2) of the 
Code) was the extension of capital-gains 
treatment to the recipients of coal royalties. 
The effect of this amendment was to permit 
coal to be treated in the same manner as 
timber is now treated under that section. 
The new provision does not apply to income 
realized by the owner as a coadventurer, 
partner or principal in the mining of such 
coal. This treatment of coal royalties as 
capital gains will necessarily exclude such 
income from income subject to excess 
profits tax. Accordingly, the excess profits 
tax provision has been amended to provide 
that such royalties are to be excluded from 
the determination of base-period income. 


. 


Dealers in Securities 


Under existing interpretation of law, 
dealers in securities are permitted to hold 
some securities as a private investment (see 
Carl Marks and Company, CCH Dec. 17,071, 
12 TC 1196 (1949)). This was a distinc- 
tion of the treatment of gains and losses 
on those securities which were held by the 
dealer in that capacity and treated as ordi- 
nary income. The existing interpretation 
also permitted the transfer of securities 
from a dealer’s investment account to his 
inventory account and vice versa, with cor- 
responding changes in tax treatment. Capital- 
gain treatment will be available now to a 
dealer with respect to securities held by him 
for investment purposes only if such securi- 
ties have been clearly identified in the dealer’s 
records as securities within a period of 30 
days after the date of acquisition or after 
enactment of the 1951 act, whichever is 
later. Moreover, the securities must not at 
any time thereafter have been held by the 
dealer primarily for sale to customers in 
the ordinary course of business. 


Termination Payments Made 
to Employees for Release of Rights 
to Share in Employer's Future Profits 


Under prior law, such payments were 
taxed as ordinary income on the ground 
that they were in the nature of payments of 
additional compensation. The amendment 
to the Code, Section 117(p), provides that 
capital-gain treatment is applicable to amounts 
received by an employee, after termination 
of his employment, in exchange for assign- 





ment or release of all rights to receive a 
percentage of future profits or receipts. In 
order for these receipts to be treated by the 
former employee as a long-term capital 
gain, the following circumstances must be 
present: 


(1) He must have been employed by the 
employer for more than 20 years; 


(2) He must have held for at least 12 
years during his employment the right to 
share in future profits upon retirement; 


(3) He must be entitled to such profits 
for a period of at least five years after 
termination of his employment or for the 
period ending with his death; and 


(4) The amount received for relinquish- 
ment of these rights must be received with- 
in one taxable year after termination of em- 
ployment. 


Loopholes 


Loopholes and their closing present one 
of the most troublesome problems con- 
fronting both the taxpayer and the govern. 
ment. We seem now to be living in an era 
in which it is a fad to make many changes 
in our tax laws and to make them as con- 
fusing as possible. Loopholes are often 
brought about where some taxpayers man- 
age to take advantage of a relief provision 
which was not intended for them, and some 
of these are upheld by the courts. A typical 
case is Commissioner v. Wanamaker.” Con- 
gress then seeks to close these provisions 
in subsequent revenue acts. These so-called 
“relief” provisions and the consequent loop- 
hole-closing provisions are responsible, to 
a great extent, for the complexity and 
length of our income tax laws. Instead of 
making progress toward the overhauling 
and simplification of the Internal Revenue 
Code, it seems that the Code has been added 
to and patched up until it has become a 
fantastically complicated tax structure. For 
this condition the Treasury must share 
responsibility, for it has framed many issues 
producing inordinate litigation and doubts. 
You will, however, see more loopholes closed 
—and some opened. 


General Provision 


The statutory provisions governing treat- 
ment of capital gains and losses are con- 
tained in Section 117 of the Internal Rev- 
enue Code, restricted, however, to the 
limitations set forth in Code Section 23(g). 





8 Cited at footnote 4. 
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The definition of capital assets is actually 
very broad, and there are few exclusions. 
Therefore most kinds of property are em- 
braced except: (a) stock in trade or other 
property of a kind which would properly 
be included in inventory if on hand at the 
close of the taxable year; (b) property held 
primarily for sale to customers in the ordi- 
nary course of a trade or business; (c) 
property, used in a trade or business, of a 
character which is subject to the allowance 
for depreciation or real property used in a 
trade or business; (d) federal, state or 
municipal obligations issued at a discount 
after March 1, 1941, bearing interest and 
due or having a fixed maturity date not ex- 
ceeding one year from date of issue. There 
is also the exclusion added by the Revenue 
Act of 1950 relating to a copyright or a 
literary, musical or artistic composition. 


The application of Section 117 provisions 
requires three major steps: (1) It must be 
established that the property involved in the 
transaction ts a capital asset; (2) the result 
of the transaction must be regarded as a 
sale or exchange; and (3) the period during 
which the property was held must be meas- 
ured to determine whether it shall be long- 
term or short-term. 


IS IT A CAPITAL ASSET? 


Mace Osenbach 
and Wilma M. Imm Cases 


A very startling result, both as to treat- 
ment of gain and the consequences of a 
Section 112(b)(7) liquidation, was reached 
in the Mace Osenbach case (CCH Dec. 
18,625, 17 TC —, No. 93 (1951)). Stock- 
holders, following a liquidation during one 
month in 1944, collected on such assets as 
loans, mortgages and securities and reported 
the gain as from capital assets received in 
dissolution. The question posed was whether 
the collections upon assets distributed in 
this type of complete liquidation consti- 
tuted ordinary income or, as argued by the 
taxpayer, capital gain. The opinion states: 
“No case directly in point is cited and the 
question appears to be one of first impres- 
sion.” The taxpayer’s argument “that the 
liquidation without recognition of gain is 
not a closed transaction, that the liquida- 
tion stamps it as capital, and that subse- 
quent realization, through the collections, 

14 See, however, the decision in Susan J. Car- 
ter, cited at footnote 3. 


% Wilma M. Imm, CCH Dec. 18,863(M), 11 
TCM 258 (1952). 
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‘measures the gain and gives the cue for tax 
incidence’ ”’ seems logical and persuasive. 

To the taxpayer’s contention that the 
“sale or exchange” is furnished by the ex- 
change of corporate stock for the assets 
distributed in liquidation, the court said: 

“Tt is, of course, well settled, in fact by 
the statute, that such exchange of stock for 
liquidated assets is an exchange and a 
capital transaction. Sec. 115(c).” 

The court continued: 

“If the distribution or liquidation does, 
as petitioner contends, supply the sale or 
exchange, which Section 117(a) requires in 
order that income shall be considered capital 
gain, his contention should be _ sustained, 
This depends upon whether the distribution 
in liquidation is a closed matter or whether, 
as the petitioner urges, is not closed, because 
of the incidence of Section 112(b)(7), until 
and including the collections here involved.” 

The court held that the gain was ordinary 
income and, in its concluding remarks, again 
emphasized that such gain is to be deter- 
mined as of the time of the transaction: 

“Whether the subsequent gain, when so 
realized, is capital gain or ordinary income 
must be determined from the nature and 
character of the subsequent gain-realiz- 
ing transaction, and not on the nature of 
the prior transaction whereby the property 
then disposed of was acquired.” * 

The Imm case is an excellent example of 
the different tax treatment accorded play- 
wrights and inventors.” The taxpayer had 
invented a computer and had manufactured 
it on a small-scale basis as the sole pro- 
prietor until 1939. In 1939 he organized a 
corporation, exchanging an exclusive-license 
agreement for the manufacture, sale and 
rental of the computers for 6,000 shares of 
stock in the corporation. After experiencing 
difficulty in obtaining financial backing, he 
finally sold his stock in the corporation in 
return for a royalty of 5 per cent of the 
net receipts from the sale or license of all 
computers manufactured under his patents. 
This was the only invention he had ever 
sold. The Tax Court holds that the gain 
to be recognized, though received in the form 
of a royalty, was to be treated as a capital 
gain under Section 117(j), since it was prop- 
erty used in a trade or business. The court, 
in denying the Commissioner’s reliance upon 
the case of Fields v. Commissioner,” stated: 

“Unlike Fields’ dependence as a play- 
wright upon others to produce his plays, 


16 51-1 ustc 7 9341, 189 F. (2d) 950 (CA-2), aff’g 
CCH Dec. 17,698, 14 TC 1202 (1950). 
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petitioner was capable of and manufactured 
products based upon his own inventions. 
In no real sense was petitioner dependent 
upon selling the rights to his inventions as 
is a playwright in order to obtain financial 
return for his work. The fact that peti- 
tioner later sold the rights to his inven- 
tions to a single corporation which he had 
founded and which was undergoing expan- 
sion, does not impair the conclusion that 
he was not in the business of selling patents 
or inventions. Nor does the fact that pay- 
ment in the form of royalties was periodic 
affect the validity of our conclusion that 
capital gain rather than ordinary income 
was received ... .” 


Browning 


A machinery dealer who both sold and 
rented his merchandise maintained separate 
inventories and records. He was allowed 
capital-gain treatment upon the sale of 
rental equipment. (Mary A. Browning, CCH 
Dec. 17,983(M), 9 TCM 1061 (1950).) The 
same treatment may likewise apply to deal- 
ers in real estate and to security dealers, 
except that certain restrictions were made 
by the 1951 act which apply to the latter. 
Another fine distinction is made in Jones v. 
Corbyn." Taxpayers had an exclusive-agency 
contract with a life insurance company. 
Following a dispute and suit for damages, 
the suit was settled by an agreement which 
terminated the contract. A payment of 
$45,000 was made. Was this the sale or 
exchange of a capital asset? The court 
favored the taxpayers, saying that their con- 
tract was valuable and that such contracts 
are bought and sold. The Commissioner 
argued that it was nothing more than an 
employment contract, a very persuasive re- 
buttal. A franchise or license may be a 
capital asset.”® 


Shumlin 


A lump-sum settlement of a producer’s 
claim to a share of movie proceeds was held 
to be ordinary income. The producer re- 
leased his right to share in a percentage of 
receipts by accepting a lump-sum payment 
and treated this as a capital gain. However, 
the Tax Court held otherwise. While con- 
tractual rights may be “property,” such 
rights may be ordinary income when con- 
verted to cash if received as compensation 
for services, as in this case. The lump-sum 


"51-1 ustc { 9117, 186 F. (2d) 450 (CA-10). 


18 Jones v. U. S., 51-1 ustc J 9239, 96 F. Supp. 
973 (DC Colo.). 


” Herman Shumlin, cited at footnote 11. 
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settlement merely commuted future income 
from his services to cash.” A_ similar 
result, involving “stock in trade,” was reached 
in the case of Joseph A. Fields.” A profes- 
sional playwright failed to have profits 
from the sale of movie rights taxed as 
capital gains in years involved prior to the 
1950 amendment to Sections 117(a) and 
117(j). The court held that a playwright 
necessarily held his work for sale, rejecting 
the novel argument that the rights were 
“depreciable” property used in a trade or 
business and thus were 117(j) property. 


General Artists Corporation 


The General Artists case™ is another in- 
stance where the sale of contracts for per- 
sonal services were held not to be capital 
gains. The taxpayer was a booking agency 
and acted in behalf of all types of persons 
in the entertainment field. The three con- 
tracts sold were with Frank Sinatra, and 
they were sold to another corporation simi- 
larly engaged. The contracts called for 
certain booking agency services to be per- 
formed by the taxpayer as well as personal- 


_ entertainment performances by Frank Sinatra. 


Five judges concurred in a dissenting opin- 
ion, citing Jones v. Corbyn.” 


Cox 


Related to contracts for personal services 
are contracts—or covenants—not to com- 
pete. Much litigation has arisen because of 
the commingled element of good will and 
the inseparability thereof. The need for 
clear identification of good will, if there be 
any, is frequently necessary in determining 
whether payments are for good will or are 
in consideration for a covenant not to com- 
pete. An excellent example is the recent 
case of Ethyl M. Cox (CCH Dec. 18,779, 
17 TC —, No. 155 (1952)). The evidence 
—not the contract (which failed to specify 
good will) for the sale of a business—sup- 
ported the taxpayer’s contention that capital 
gain resulted from the sale of good will, 
even though the purchaser testified that he 
treated the payments as being for the 
covenant not to compete and had dedtucted 
them on his tax return. 


IS IT A SALE OR EXCHANGE? 


Capital gain cannot result unless a “sale 
or exchange” of a “capital asset’ takes 


20 Cited at footnote 16. 


21CCH Dec. 18,846, 17 TC —, No. 187 (1952). 
22 Cited at footnote 17. 
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place. Where the buyer defaulted on a con- 
tract for the purchase of stock and settled 
with the taxpayer (the seller) by a payment 
of $56,000 (who then retained the stock), 
the income was found to be ordinary. (Aaron 
E. Greenleaf, CCH Dec. 17,961(M), 9 TCM 
1024 (1950).) Compare this, however, with 
the decision in Bihlmaier (CCH Dec. 18,559, 
17 TC —, No. 66 (1951)) where a pur- 
chaser’s loss of a deposit of $2,000 on a 
default of a land-purchase contract was 
held to be a capital loss. An ordinary loss 
from abandonment, under Section 23(e), 
would seem justified. 


Fahey 


Profit from the collection of a claim is 
ordinary income. An attorney purchased 
from another attorney the latter’s share of 
a joint fee, realizing a gain. One may 
assume the claim purchased was a capital 
asset, but its collection was not a “sale 
or exchange.” (Pat N. Fahey, CCH Dec. 
18,039, 16 TC 105 (1951).) See, however, 
a contrary result in Conrad N. Hilton (CCH 
Dec. 17,252, 13 TC 623 (1949) ). 


Trousdale 


Where a “sale” or assignment of a partner’s 
interest is made at a time when the partner- 
ship is admittedly in a state of liquidation, 
it is held to be one of future interest (in the 
collection of accounts receivable of $274,000) 
rather than a partnership interest, and gain 
is to be taxable as ordinary income. The 
Tax Court distinguishes this situation from 
that found in Swiren v. Commissioner, cited 
above. (Paul W. Trousdale, CCH Dec. 
18,280, 16 TC 1056 (1951).) 


HOLDING PERIOD 


Proper measurement of the holding period 
is often a knotty problem, and varying 
results have been obtained in solving it. 
An illustration follows. 


Euleon Jock Gracey 


The Gracey case™ discloses a situation 
where a gain stemming from a noncapital 


asset resulted in long-term capital gain. 
The taxpayer and another individual each ex- 
changed an oil well drilling rig for stock 
in a corporation, a tax-free exchange under 
Section 112(b)(5). Within one month after 


23CCH Dec. 14,621, 5 TC 296 (1945), 
47-1 ustc { 9154, 159 F. (2d) 324 (CCA-5). 

*% Nathan Blum, CCH Dec. 14,742, 5 TC 702 
(1945); Fraser v. Nauts, 1 ustc § 140, 8 F. (2d) 
106 (DC Ohio, 1925). 
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incorporation the taxpayer sold half the 
stock he received in the nontaxable ex- 
change. Though the property given in ex- 
change was not a capital asset within 
Section 117(a)(1), the determination of the 
period for which the stock was held was 
controlled by subsection (H)(1) and, there- 
fore, the holding period for the stock began 
with acquisition of the drilling rig. Graccy 
received 500 shares of stock which amounted 
to 6634 per cent of the total stock. As a 
result of the decision in the Gracey case, 
G. C. M. 25301, 1947-2 CB 83, was released, 
stating : 


“In view of the foregoing it is now the 
position of this office that the holding period 
of property received in a tax-free exchange 
includes the holding period of the property 
exchanged therefor, even though the latter 
property was not a capital asset when it 
was exchanged.” c 


The ruling has not been modified nor 
revoked. 


ALLOCATION OF LUMP-SUM PRICE— 
SALE OF A BUSINESS 


Some particular asset or group of assets 
is usually the primary motive of acquisi- 
tion, and the care to be exercised in alloca- 
tion is a cardinal principle. It is now well 
settled that where property is acquired as 
a whole for a lump sum and subsequently 
disposed of, a portion at a time, there must 
be an allocation of the basis of the several 
units and gain or loss separately computed 
upon the disposition of each part.* It is 
at once obvious that this has an important 
bearing upon whether capital gain or ordi- 
nary income results. An excellent illustra- 
tion of the exercise of care in investigation, 
planning and allocation of the purchase 
price of property (or of an entire business) 
is the American Fork and Hoe Company 
case. While the buyer was the petitioner 
in this case and ordinary deductions were 
being sought, the application of the good 
will problem is well exemplified. Here, the 
buyer had carefully investigated and ap- 
praised the plant and believed it was worth 
more than the $5,000,000 given for the 
property, and the officers of both the buyer 
and seller testified that no consideration was 
paid for good will. The Commissioner had 
argued that at least $1,000,000 should be 
allocated to good will and trade marks. 


CCH Dec. 13,525(M), 2 TCM 842 (1943) 
(acq.). 
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The issue was narrowed, therefore, to the 
concluding point: Was anything paid for 
good will? The Tax Court disposed of this 
decision by reference to the answer found 
in the case of Republic Steel Corporation v. 
U. S. (41-2 ustc 7 9686, 40 F. Supp. 1017), 
wherein the Court of Claims said: 


“Tt may be that the sale of good will 
really did have a value, but if the parties 
did not think so, and in computing the price 
to be paid gave it no value, it must be 
eliminated from consideration.” 


A WAY NOT TO SELL A BUSINESS 


A very controversial point is the separa- 
tion of capital and ordinary gain in the alloca- 
tion of a lump-sum transaction. The failure 
to allocate values both realistically and 
logically and to have them acceptable to 
the buyer has been the cause in many in- 
stances of the seller’s inability to extract 
maximum tax benefits. A very recent case 
is an excellent example of this situation 
—Estate of Pariticelli (CCH Dec. 18,795(M), 
11 TCM 150 (1952)). The petitioner sold 
his wine and winery for the sum of $350,000 
and attempted to state in the contract of 
sale that the value of the wine (at the 
OPA ceiling of 28 cents per gallon) was 
$77,000 and the winery was $273,000, but 
the court ruled that notwithstanding the 
written agreement, the values were not 
decisive where all the facts and circum- 
stances gave rise to a different interpreta- 
tion. The Tax Court, almost to the dollar, 
actually reversed this valuation, holding 
the wine to be worth $275,000 and the 
winery only $75,000. The purchaser’s sole 
purpose was to obtain the wine, worth at 
least $1 per gallon or more. In fact, the 
giveaway in the case was that the seller 
desired to withdraw 1,000 gallons of the 
wine, on which a valuation of $1 was 
agreed, for his personal use. The attempted 
allocation was set aside because it was un- 
realistic, and certainly it was a bad deal 
from the tax standpoint of the buyer. Never- 
theless, he recorded the wine at a cost of 
$77,000 and immediately tried to sell the 
winery for only $60,000 and would have 
taken less. Oddly enough, this decision 
resulted in a victory for the purchaser, 
without risk of trial, since the court assigned 
a value at $275,000 for the wine (an ordinary 
deduction) while limiting the amount of 
capital loss on the sale of the other property. 


With the benefit of hindsight, a very 
interesting observation comes into view. 
The winery was bought in order to obtain 
the wine. If the seller had first incorporated 
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his business, it appears that he might have 
then sold his stock, claiming long-term 
capital gain under the authority of the 
Gracey case. Moreover, the purchaser, at that 
time, could have relied on the decision in 
Kopper’s Coal Company (CCH Dee. 15,179, 6 
TC 1209 (1946)) and the authorities there 
cited alleging that the entire purchase price of 
the stock could then be allocated to the 
extent of $1 per gallon for the wine and the 
balance could be attributed to the winery. Since 
the purchaser only wanted the wine, now under 
the rationale of the Kimbell-Diamond Mill- 
ing Company decision (CCH Dec. 17,454, 
14 TC 74 (1950), aff'd per curiam 51-1 ustc 
7 9201, 187 F. (2d) 718 (CA-5)), such an 
allocation should stand up, with ideal re- 
sults for both parties. It is also interesting 
to speculate upon the attack the Com- 
missioner would have made had the peti- 
tioner in this case been the purchaser, 
rather than the seller, the purchaser insist- 
ing that the value set out in the contract 
was not controlling, because the form differed 
from the substance of the transaction, that 
is, the real value of the wine was $1 per 


gallon. 


Grace Brothers 


Another decision illustrating a way not 
to sell assets in dissolution of a business 
happens also to involve a winery. In the 
decision of Grace Brothers, Inc. (CCH Dec. 
16,127, 10 TC 158 (1948), aff'd 49-1 ustc 
79181, 173 F. (2d) 170 (CA-9)), the sole 
stockholder disposed of the business and 
sold its entire stock of wine, leasing the 
winery to the purchaser. He argued that 
the gain from the sale of inventory was 
from capital; because of the intention to 
liqumdate the business, this intention “con- 
verted” the inventory into capital assets. 
In the alternative, he argued that the trans- 
fer of the entire business included good will 
of a value of $100,000. Therefore, this much 
of the price received should be considered 
as “going concern value.” The court readily 
found that the evidence adduced did not 
support the fact that any part of the con- 
sideration paid for the wine was applicable 
to good will and that the profit from the 
sale of the wine was ordinary income, since 
the “intent” to discontinue business did not 
change the nature of the property. 


Real Estate 


As a type or class of property, real 
estate transactions appear to have been be- 
fore the federal courts for tax determination 
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with greater frequency than any other 
transaction. This results, at least partially, 
from the fact that practically all are factually 
different. Some decisions are difficult either 
to reconcile or rationalize (Leland Hazard, 
CCH Dec. 15,273, 7 TC 372 (1946), and 
Susan P. Emery, CCH Dec. 18,519, 17 TC 
308 (1951)). 

Several tests are to be applied in deter- 
mining whether the taxpayer is to be re- 
garded as being engaged in the real estate 
business, and no single test is determinative. 
Courts usually analyze the records of the 
proceeding for evidence which will show 
the extent of the activities, and the fre- 
quency, continuity and substantiality of sales. 
These are the usual factors. An important 
case in this field is Lucille McGah (CCH 
Dec. 17,782, 15 TC 69 (1950)), remanded 
to the Tax Court by the Court of Appeals 
for the Ninth Circuit in 1951 with directions 
to make further findings of fact (52-1 ustc 
§ 9168, 193 F. (2d) 662).% This the court 
did in its decision of March 11, 1952 (CCH 
Dec. 18,833, 17 TC —, No. 178). Of 169 
houses constructed for rental purposes, 134 
houses had been sold, and most of these 
were sold when they were rented on an 
oral or month-to-month arrangement. The 
court concluded that this fact of month-to- 
month tenancies “shows that the renting of 
the houses was merely incidental to a pri- 
mary or essential and substantial purpose of 
holding them for sale,” and it observed: 


“Frequency, continuity, and substantiality 
of sales is understood, usually, to indicate 
that the primary purpose of holding prop- 
erty is the sale of the property.” 

The Tax Court noted that the decision in 
Albert Winnick (CCH Dec. 18,549, 17 TC 
538 (1951)) was drawn from the same set 
of facts. 

The Court of Appeals for the Tenth Cir- 
cuit, in a decision dated March 19, 1952, 





has just affirmed the case of C. E. Mauldin 
(CCH Dec. 18,191, 16 TC 698 (1951)) with 
rather harsh results. The court had, as 
usual, the problem of determining whether 
the property was held for sale or whether 
it was held for investment. The taxpayer 
had purchased 160 acres of land suitable 
for cattle feeding and, being unable to sell 
it in a single tract, had platted it in 1924, 
He did nothing to promote sales. The lots 
were sold without solicitation and only when 
the property was in demand for residential 
purposes. He was engaged in the lumber 
business. Nevertheless, the court held that 
the gain from the sale of the lots was 
ordinary income from a trade or business, 


Once income is received, later events do 
not affect its classification as either capital 
gain or ordinary income and, therefore, do 
not change the character of the income. 
Strictly speaking, it is not possible to con- 
vert one type of income to another. Hovw- 
ever, it is sometimes possible to shape the 
determining factors which would classify 
the income as either capital or ordinary 
before the transaction is consummated. One 
of the most difficult jobs to perform is that 
of getting money out of a corporation— 
short of complete liquidation—in the form 
of capital gains rather than in the form of 
a taxable dividend, as under Section 115 
(g). Very recently, three partial-liquidation 
cases were decided favorably to taxpayers 
by the Tax Court.” 

One avenue of relief in this respect has 
been given by Congress in the Revenue Act 
of 1950, and amended by the 1951 act. 
A corporation is permitted to redeem suffi- 
cient stock of the decedent to pay all estate 
and death taxes, and such redemption will 
not be treated as a dividend as long as the 
stock of the corporation is equal to more 
than 35 per cent in value of the gross estate. 

[The End] 





The gasoline business is booming for 
the 
state gasoline tax collections for the first 
quarter of 1952 totaled $432,191,000, the 
American Petroleum Industries Commit- 


states. Up 12 per cent from 1951, 


tee reports. Greater consumption and 
tax raises in several states account for 
the jump. 


2° The Ninth Circuit has adopted the (harsh) 
view that capital-gain treatment cannot be 
given to property where the facts disclose that 
one of the essential purposes in holding the 
property was to await a favorable sales market. 
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| GASOLINE TAX REVENUE UP FIRST QUARTER 





Federal gasoline tax collections jumped 
51 per cent in the first quarter over the 
corresponding period last year. This re- 
sulted partly from the November increase 
in the federal tax rate from 1% to two 
cents a gallon. The quarterly collections 
are as follows: 1951, $129,120,000; 1952, 
$195,206,000. 





(Rollingwood Corporation v. Commissioner, 51-2 
ustc { 9374, 190 F. (2d) 263 (CA-9), aff’g CCH 
Dec. 17,769(M), 9 TCM 597 (1950).) 

7 Cited at footnote 2. 
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Getting Maximum Benefits 


Out of Code Section 117 


By MAURICE H. RICH 
Attorney and CPA, New York City 


mm HE MEDIEVAL SEARCH for a method 

of transmuting base metals into gold 
finds modern analogy in today’s endeavor 
so to plan financial transactions as to trans- 
mute ordinary income into capital gain. 
Earned income under our present revenue 
laws may be taxed up to 92 per cent (Sec- 
tions 11, 12 (b) (2)), while long-term 
capital gains are subject to a maximum ef- 
fective tax rate of only 26 per cent (Sections 
117 Ce} CY), FY Ce): @)): 


Unlike the unsuccessful alchemists, to- 
day’s tax consultants are able not infre- 
quently to change the base metal of ordinary 
income into the gold of capital gain. 


We shall be here concerned chiefly with 
those situations in which such changes can 
be accomplished and with the recent legis- 
lation limiting or expanding the opportuni- 
ties for such changes. 


Basic Requirements 


Basically, capital gains for tax purposes 
result from the combination of two essen- 
tial elements: (1) property which is a 
“capital asset” and (2) a “sale or exchange” 
of such property (Section 117 (a)). 


Capital gains may be either short-term 
or long-term. The former result from sales 
of property held six months or less and 
the latter from sales of property held more 
than six months. Because short-term capi- 
tal gains are taxed at the same rates as 
earned income, they rarely afford tax benefits. 


We shall, therefore, be principally con- 
cerned with long-term capital gains and, 
unless otherwise indicated, our discussion 
will concern only property held over six 
months. 


West Virginia Tax Institute 


The definition of a capital asset presents 
a principal difficulty in that, with a very 
few exceptions, it does not denote classes 
of properties according to their nature, for 
example, automobiles, corporate stock. In- 
stead, its denotation depends primarily upon 
the relationship of the taxpayer to the prop- 


‘erty or upon his use of it. This is illus- 


trated by some of the surprising, but 
all-important, exclusions from the category 
of capital assets: 


(1) Stock in trade or property held for 
sale to customers in the course of business. 

(2) Real property or depreciable property 
used in a trade or business (unless Section 
117 (j) applies, as noted hereafter). 


(3) In addition, recently there have been 
excluded copyrights, literary, musical and 
artistic compositions in the hands of the 
creator or his transferee (spreading income 
under Section 107 may provide some relief), 
but a patent still may be a capital asset. 
The definition of a capital asset also ex- 
cludes certain short-term government ob- 
ligations (Section 117 (a) (1) (D)). 


It may be interesting to note here one of 
the risks involved in using the installment 
method of reporting a sale of a capital asset. 
If a copyright had been sold prior to 1951, 
the installments could have been constituted 
capital gain when received in those years, 
but installments received in 1951 and sub- 
sequent years will be ordinary income 
(Snell v. Commissioner, 38-2 ustc § 9417, 97 
F. (2d) 891 (CCA-5)). 


While the term “capital asset” has unex- 
pected exclusions, the term “sale or ex- 
change” encompasses many transactions 
involving neither a sale nor an exchange, 
including: 
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(1) Liquidating of dividends (Section 115 
(c)); 

(2) Retirement of certain bonds (Section 
117 (f)); 

(3) Worthlessness of corporate stocks 
and bonds (Sections 23 (g) (2), 23 (k) (2)); 

(4) Nonbusiness bad debts (Section 23 
(k) (4)); 

(5) Foreclosures of mortgages (Helver- 
ing v. Hammel, 41-1 ustc 7 9169, 311 U. S. 
504) distinguished from abandonment of 
property (Crane v. Commissioner, 47-1 ustc 
7 9217, 331 U. S. 1, aff’g 46-1 ustc { 9123, 
153 F. (2d) 504 (CCA-2)). 


Special Provisions 


Even if both the “capital gains” and 
“sale or exchange” definitions are complied 
with, certain special limitations must be 
considered: 

(1) Collapsible 
117 (m)); 

(2) Short sales of securities and com- 
modity futures (except hedging operations) 
(Section 117 (1)); 

(3) Sales of amortized defense facili- 
ties (Section 117 (g) (3)); 

(4) Sales of investment 
dealers (Section 117 (n)); and 


(5) Sales of depreciable property be- 
tween related taxpayers (Section 117 (0)). 

On the other hand, we may note the re- 
cent special tax benefits extended to (1) 
gain on the sale and replacement of a resi- 
dence (Section 112 (n)) and (2) employees’ 
stock options (Section 130 (A)) and ter- 
mination payments (Section 117 (p)). 

Since this is not intended to and cannot 
be a detailed presentation of the technical 
rules and regulations as to basis, holding 
periods, tax computations, etc. (which can 
all be found in the Internal Revenue Code 
and Regulations 111), our attention can be 
most profitably directed to certain specific 
situations of frequent occurrence, consid- 
ered in the light of recent developments. 


corporations (Section 


securities by 


Classification of Capital Assets 


When a business or an interest in a busi- 
ness is about to be sold, the possible tax 
consequences should play an important part 
in the negotiations and in the final form 


of the transaction. Two problems that 
frequently arise relate to the sale of an 
entire business and the treatment of good will. 

A partnership interest is treated as a 
capital asset, and its sale results in capital 
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gain or loss (G. C. M. 26379, 1950-1 CB 58) 
(except that a payment for past earnings 
may be treated as ordinary income). How- 
ever, a business conducted by a sole pro- 
prietor is not considered to be a single 
capital asset, even though sold as an en- 
tirety, but must be broken down into sep- 
arate properties, such as accounts receivable, 
and inventories and fixed assets, and gain 
or loss computed on each (Williams v. Mc- 
Gowan, 46-1 ustc 79120, 152 F. (2d) 570 
(CCA-2)). Consequently, there may be 
capital gains and losses and also ordinary 
income (and deductions therefrom) with 
respect to the several properties. (The re- 
lief afforded by Section 117 (j) will be 
considered later.) 


Good will, of itself, is a capital asset 
(Aaron Michaels, CCH Dec. 16,758, 12 TC 
17 (1949)), but problems arise when a sale 
includes a covenant not to compete, since 
the consideration paid for the latter is 
ordinary income (Estate of Mildred K. 
Hyde, CCH Dec. 11,310, 42 BTA 738 (1940)). 


Consequently, in the cases of sales of a 
proprietorship or of good will, it is de- 
sirable to make a fair and specific allocation 
of the selling price with respect to the 
properties which have been mentioned in 
order to avoid the possibility of an arbitrary 
allocation by the Bureau of Internal Reve- 
nue, one which might result in tax disad- 
vantages. As the tax interests of the buyer 
and seller may be in conflict on this point 
and there may be some difficulty in obtain- 
ing the maximum tax benefit for both 
parties, a compromise is usually indicated. 
The allocation, however, must be reason- 
able, or it will be disregarded. In a recent 
case involving the sale of a winery, despite 
a different allocation in the sales agreement, 
the Tax Court allocated a substantial amount 
to inventory and taxed the difference be- 
tween inventory cost and the allocation as 
ordinary income (FParticelli, CCH Dec. 
18,795(M), 11 TCM 150 (1952)). 


Care must be taken with :egard to sales 
of employment contracts (McFall, CCH Dec. 
9258, 34 BTA 108 (1936)), fee arrangements 
(Ansorge, CCH Dec. 13,233, 1 TC 1160 
(1943)) and cancellation of leases (Hort v. 
Commissioner, 41-1 ustc $9354, 313 U. S. 
28), as the consideration received therefor 
will usually be treated as ordinary income. 
However, where the tenant, rather than the 
landlord, received the consideration for 
accelerated termination of his lease, it was 
taxed as capital gain on the transfer of 
property. The court’s distinction appears 
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to be that a lease is considered to be prop- 
erty in the hands of the tenant but not in 
the hands of the landlord (Golonsky, CCH 
Dec. 18,388, 16 TC 1450 (1951)). Recently, 
a booking agency assigned a contract of 
employment for one of its artists, in con- 
sideration of a percentage of future com- 
missions, and reported the consideration as 
capital gains when received from its as- 
signee. Nevertheless, the Tax Court held 
it to be ordinary income from past or 
present services (General Artists Corpora- 
tion, CCH Dec. 18,846, 17 TC—, No. 187 
(1952)). 


Classification as Sale or Exchange 


Some transactions which are not other- 
wise sales or exchanges are arbitrarily so 
classified by statute. In consequence, a cap- 
ital gain or capital loss, instead of ordinary 
income Or an ordinary deduction, may result. 


An important class of such transactions 
comprises corporate stocks and bonds which, 
on the one hand, are either redeemed or 
retired by the corporation or, on the other 
hand, become worthless. In the latter case, 
an unavoidable tax disadvantage results 
from the treatment of the worthless stocks 
and bonds as capital losses. In the former 
case, conversely, treatment as capital gain 
may provide substantial tax advantages. 


However, stock-redemption payments by 
the corporation may be treated as ordinary 
income if considered essentially equivalent 
to a dividend (Section 115 (g) (1)). Even 
where there is a complete redemption of 
all the shares owned by an individual tax- 
payer, the Bureau of Internal Revenue may 
treat the payment as dividend income if the 
taxpayer is closely related to the remaining 
stockholders. In addition, the Code was 
amended recently to prevent avoidance of 
ordinary dividend income by means of an 
“indirect” redemption of shares in a parent 
company through purchases by its sub- 
sidiary (Section 115 (g) (2)). 


On the other hand, a stock redemption 
for the estate of a decedent will not be 
treated as an ordinary dividend to the ex- 
tent that the proceeds are not in excess of 
the estate taxes and interest, provided that 
the value of the stock exceeds 35 per cent of 
the value of the gross estate (Section 


115 (g) (3)). 


Where there is a bona fide partial or 
complete corporate liquidation, the distribu- 
tions to shareholders are treated as in ex- 
change for their stock, and capital gain or 
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loss will result (unless it is a collapsible 


corporation, as noted below). In the case 
of a complete liquidation it is also possible, 
during 1952, to postpone recognition of 
capital gain if the requirements of Section 
112 (b) (7) are complied with. 


Where a corporation retires its registered 
or coupon bonds, the transaction is treated 
as a sale or exchange and results in capital 
gain or loss. If the obligation is an ordi- 
nary note, this special rule does not apply. 
Consequently, where a gain is anticipated, 
the obligation should be in the form of a 
registered or coupon bond; but, in case of 
anticipated loss, a note is preferable, be- 
cause it will produce an ordinary deduction 
instead of a capital loss (unless it is a non- 
business bad debt). However, where the 
loss is unavoidably a capital loss, some 
benefit may still be derived from the fact 
that a net capital loss may be carried over 
for five succeeding years. 


Registered or coupon bonds provide an- 
other tax advantage in that a corporation 
may borrow by selling the bonds at a sub- 
stantial discount (equivalent to the fair rate 
of interest return) and the holder’s income 
upon redemption of the bond will be tax- 
able as capital gain (as the excess over his 
cost). The corporation, of course, gets an 
ordinary deduction for the discount, ratably. 


Recent Limitations on Tax Benefits 


Recent changes in the Internal Revenue 
Code have limited or entirely eliminated 
some of the opportunities for favorable 
long-term capital-gain treatment in certain 
types of transactions. 


Since this article is primarily concerned 
with benefits obtainable under Section 117, 
the limitations will be discussed briefly, 
merely as a reminder that certain benefits 
are no longer available. 


(A) Where property held by a corpora- 
tion has appreciated in value and there is an 
opportunity for a profitable sale, stock- 
holders may usually avoid the burden of the 
corporate income tax by liquidating the 
corporation before the sale is negotiated 
(U.S. v. Cumberland Public Service Company, 
50-1 ustc J 9129, 338 U. S. 451). However, 
where the corporation is formed or availed 
of principally for the manufacture, produc- 
tion or construction of the property with a 
view toward such procedure (and certain 
other statutory prerequisites are satisfied), 
it will be held to be a “collapsible corpora- 
tion,” and the gain to the shareholders will 


589 


be taxed as ordinary income (Section 
117 (m)). 


This section applies as well to sales of 
the corporate stock without a liquidation. 
Furthermore, the section now also applies 
to stock in trade and inventory property, 
so that it is no longer possible to obtain a 
capital gain on appreciated inventory by 
transferring the inventory to a corporation 
and then selling the corporate stock. 


(B) Until recently, traders have been 
able to obtain long-term capital-gain treat- 
ment of short-term profits by short sales 
within six months of acquisition of the 
securities and by the delivery of the same 
securities only after more than six months 
had elapsed since their acquisition. It was 
also possible, in some cases, to effect mu- 
tually offsetting long-term gains and short- 
term losses which would produce a tax 
advantage because only 50 per cent of the 
long-term gains would have been taken into 
account as against 100 per cent of the short- 
term losses. While the advantages in the 
latter situation have been largely eliminated 
through the change in the law requiring the 
offset of 100 per cent of long-term transac- 
tions against short-term transactions (Sec- 
tion 23 (ee)), the entire situation is affected 
by a new rule which, in effect, denies long- 
term capital-gain recognition unless the 
short sale is made more than six months 
after the acquisition of the securities (Sec- 
tion 117 (e)). 

It may be noted that short sales are de- 
fined to include a “put” or option to sell at 
a fixed price. 

(C) Where defense facilities have been 
subjected to accelerated amortization which 
is in excess of depreciation otherwise allow- 
able, the portion of the gain resulting from 
such excess reduction in basis is now 
treated as ordinary income. 


(D) If depreciable property is_ sold, 
thereby stepping up the basis for future 
depreciation deductions, the gain on the sale 
will not be treated as capital gain if there 
exists one of the close relationships between 
the buyer and the seller (such as husband 
and wife, or corporation and controlling 
stockholder) specified in the statute. 


(E) A dealer in securities who desires to 
take an investment position in some of the 
securities in order to be able to report 
capital gains may do so only by complying 
with new regulations within 30 days of the 
date of acquisition of such securities. If 
the regulations are complied with, any re- 
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sulting loss (except in the case of a bank 
(Section 117 (i)) will be treated as a capital 
loss. 


(F) Nonresident aliens not engaged in 
trade or business in the United States may 
no longer engage in securities trading tax 
free if the gains are realized during their 
presence here. In addition, if a nonresi- 
dent alien has been present 90 days or more 
during the taxable year, he will be taxable 
on all gains realized during that entire year. 
The rate of tax is generally 30 per cent or 
the amount calculated under regular income 
tax rates, whichever is larger. However, 
this new rule will not apply if it would be 
contrary to any treaty obligation (Section 


211 (a) (1) (B)). 


(G) Where convertible bonds are pur- 
chased at a premium and the stock is sell- 
ing above the conversion price, it is 
apparent that at least a part of the premium 
is paid toward the cost of acquiring the 
stock and will be related to fluctuations in 
the selling price of the stock rather than to 
the maturity or call date of the bond. If 
this portion of the premium could be amor- 
tized, it would provide an ordinary deduc- 
tion (Section 125) while at the same time 
the gain on sale or maturity could be a long- 
term capital gain. The law has been 
amended to prevent the allowance of any 
deduction for amortization of bond premium 
which is attributable to the conversion 
features of the bond (Section 125 (b) (1)). 


Recent Extensions of Tax Benefits 


On the brighter side, recent changes in 
the Internal Revenue Code have enlarged 
the opportunities for favorable long-term 
capital-gain treatment in certain existing 
types of transactions and have also created 
some new situations. 


(A) The gain on sale or exchange of a 
personal residence will no longer be taxed 
where a new residence is acquired or con- 
structed as a replacement. As usual in 
“nontaxable” exchanges, the new basis is 
derived from the old one, so that there is 
really a postponement of recognition of 
gain rather than an exemption of realized 
income. An involuntary conversion is 
deemed to be a “sale.” 


In order to obtain the benefits of this 
relief provision, there must be a reinvest- 
ment of the proceeds of the sale, and gain 
will continue to be recognized to the extent 
of any proceeds not so reinvested. Of 
course, if an additional amount is invested 
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in the new residence, its tax basis will be 
increased accordingly. 


The new residence must be purchased or 
constructed within one year before or after 
the sale of the old residence, but if con- 
struction is started within that period, it 
may take an additional six months for com- 
pletion. Other rules provide for acquisition 
of stock in a cooperative, for husband-wife 
transactions and for suspension of the stat- 
ute of limitations on tax assessment under 
specified conditions (Section 112 (n)). 


Unfortunately, no change has been made 
in the rule that a Joss on a sale of personal 
residence is not deductible. 


(B) Employee stock options (Section 
130A) have been variously described, some- 
times as legitimate means of encouraging 
activities for the corporate welfare, some- 
times as a device for insiders to make profits 
from trading in the corporate stock while 
guaranteed against losses. 


In the usual form, the option gives the 
employee the right to buy a number of 
shares of the corporation’s stock at a fixed 


price during a specified future period, re- - 


gardless of the actual market price at the 
time the option is exercised. In theory, the 
loyalty and industry of the corporation’s 
employees should be maximized thereby, 
because they are ostensibly assured of par- 
ticipating in the increased value of the cor- 
porate stock which results from their 
efforts. In practice, however, the market 
price of the stock may be affected by many 
other factors and never exceed the option 
price. The employee cannot lose, however, 
because he is never obliged to exercise the 
option. 


The granting of an option at or near the 
then prevailing market price is clearly di- 
rected toward future activities and benefits, 
while one that is substantially below the 
then prevailing market price confers an 
immediate benefit without necessary regard 
to future conduct. The latter may therefore 
be treated as compensation for past serv- 
ices. The excess of the market value of 
the stock over the option price at the time 
the employee exercises the option will be 
taxed as ordinary income to him. 


(C) A new rule permits capital-gain treat- 
ment where an employee receives a termina- 
tion payment as consideration for release of 
his rights to receive a percentage of future 
profits. To qualify, the employment must 
have covered at least 20 years and the right 
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to profit sharing must have existed more 
than 12 years. In addition, the right to 
share in future profits must extend for five 
years after termination or until the death 
of the employee, and the consideration must- 
be received within one taxable year and 
after the termination of employment (Sec- 
tion 117 (p)). The extraordinary require- 
ments of this provision make it applicable 
only to a unique situation. 


(D) In connection with capital-gain treat- 
ment of receipts by employees, it may also 
be noted that certain lump-sum distribu- 
tions of exempt pension or profit-sharing 


trusts result in capital gains (Section 
165 (b)). 


(E) A net long-term capital gain of a 
corporation is now given additional favor- 
able treatment in cases where a _ surtax 
applies because of an improper accumula- 
tion of surplus (Section 102). In computing 
the undistributed income subject to the 
penalty surtax, a deduction is allowed for 
the net long-term capital gain (less any net 
short-term capital loss) less the income tax 
attributable to it (since the total income 
tax is a deduction in any event) (Section 
102 (d) (1) (D)). 


Section 117 (j) Items 


Finally, there is the relief provision that 
allows capital-gain treatment on: 


(A) The sale or involuntary conversion 
of real property and depreciable personal 
property used in a trade or business; 


(B) Involuntary conversion of capital as- 
sets (Sullivan, CCH Dec. 18,812, 17 TC —, 
No. 172 (1952)); 


(C) Sales of land together with a grow- 
ing crop, or livestock held for draft, breed- 
ing or dairy purposes. 


Where land held over six months and used 
in trade or business is sold, together with 
a growing crop, at the same time and to the 
same person, the entire transaction is eligible 
for capital-gain treatment without allocation 
of any proceeds to the growing crop as 
ordinary income, even though the crop at 


maturity would have been held for sale in 


business. This provision includes involun- 
tary conversions. 


Capital-gain treatment is available on 
sales of livestock (other than poultry) used 
for draft, breeding or dairy purposes, but 
only if held for at least 12 months from date 
of acquisition. 
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(D) The provisions of Section 117 (j) 
also apply to cutting of timber, sales of 
timber and coal, and receipt of coal royal- 
ties (Section 117 (k)). In the case of coal 
‘royalties, the coal must have been owned 
for more than six months before the coal 
is mined under the royalty agreement. This 
benefit does not apply to the owner of coal 
who mines it himself. 


On the other hand, where the net result 
of the Section 117 (j) transactions is a loss, 
an ordinary deduction is allowed on the 
noncapital assets. Obviously, the essence of 
tax planning here is “timing”; the maximum 
benefit may be obtained when gains and 
losses fall in different tax years. 


It should be noted also that Section 117 
(j) does not apply to depreciable property 
held for the production of income and not 
used in a trade or business. Such property 
is a capital asset under the general rule and 
gives rise to capital gain or capital loss. 
The problem with such property is to de- 
termine whether the taxpayer is engaged in 
trade or business. 





budget request for the various departments, 
slashes off large sums in an attempt to pro- 
mote efficiency. 


One solution to economy and a balanced 
budget is the Coudert resolution, H. J. 
Resolution 371, which would place the re- 
sponsibility for trimming the budget on the 
administration by limiting the expenditures 
during fiscal 1953 to $71 billion, the amount 
estimated by the President to be the total 
federal revenue for that period. The reso- 
lution would require the President to sub- 
mit to Congress an alternate budget based 
on expenditures not in excess of the esti- 
mated revenue. 


State-City Debt Accelerates 
After Presidential Green Light 


State and municipal financing in April 
was nearly double that in March when the 
President removed such financing from the 
voluntary credit control program. 


Figures indicate that total state and 
municipal financing for the first four months 
of 1952 neared $1.5 billion, almost double the 
aggregate for a year ago and the highest 
figure for the period on record. 


TAX-WISE—Continued from page 511 


Thorough Understanding Essential 


It is apparent that the maximum benefits 
are obtained from Section 117 when profits 
from transactions may be reported as long- 
term capital gains and when losses may be 
taken as ordinary deductions. Unfortu- 
nately, a choice of form is not always avail- 
able, as some transactions fall clearly within 
one class or the other. Even where alterna- 
tives appear, the government has set up 
special rules and limitations which must be 
understood and taken into account. On the 
other hand, many relief provisions are avail- 
able if there is compliance with statutory 
requirements. 


Consequently, we may conclude that the 
maximum benefits of Section 117 are ob- 
tainable only by a thorough understanding 
of its provisions and a careful application 
of its requirements to the form and sub- 
stance of each transaction, preferably before 
it is even negotiated and certainly before 
it is consummated, with due regard to its 
relationship to other transactions of the tax- 
payer and the effect upon other taxable 


[The End] 


years. 









CIO Publication Urges Labor 
to Fight State Sales Taxes 


The pressure of special privilege groups 
has caused the states to shift their tax bur- 
dens “to the backs of those least able. to 
pay,” charges an editorial in the May issue 
of the CIO Economic Outlook, which finds 
“overwhelming evidence” of deliberate cor- 
ruption of the state revenue systems in 
order to shift the heaviest tax burden onto 
low- and middle-income families by means 
of the sales tax. 


Fifty-nine per cent of the income of the 
states in 1951 came from sales taxes, the 
Outlook claimed. It was pointed out that 
four states (Illinois, South Dakota, Washing- 
ton and West Virginia) got more than 80 
per cent of their revenue from this source. 


The editorial claimed that the only equi- 
table method of apportioning the tax burden 
in the states was through a graduated in- 
dividual and corporation income tax. 


Organized labor was called upon to con- 
cern itself with the situation. “Fair wages 
and salaries have long been the concern 
of organized labor; fair and equitable taxes 
are also our business.” 
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/ ugust 15 
Due date of deposit by employer with a 


Federal Tax Calendar 











federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) em- 
ployees’ tax withheld under Section 1401 
and (3) employers’ tax under Section 
1410 where, during the preceding month, 


the aggregate of such amounts exceeded 
$100. 


Due date, by general extension, of returns 


for the fiscal year ended February 29, 
1952, in the case of (1) foreign part- 
nerships, (2) foreign corporations which 
maintain offices or places of business 
in the United States, (3) domestic cor- 
porations which transact their business 
and keep their records and books of 
accounts abroad, (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States and (5) American citizens 
residing or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
(Regulations 111, Section 29.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 


September 1 
Returns for excise taxes due for July. 


Due date, by general extension, of non- 


taxable returns for fiscal years ending 
March 31, 1952, in the case of fidu- 
ciaries for estates and trusts, but not 
returns of beneficiaries or other distrib- 
utees of such estates or trusts. (Regu- 
lations 111, Section 29.53-3 (b).) 


Monthly information returns of stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for preceding month. (Regulations 111, 
Sections 29.338-1, 29.339-1.) Form 957. 


Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 





Forms 726, 727, 728, 728(a), 729, 932. 
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Labor Law Journal 


* Specifically designed and edited to promote sound 
thinking on labor law problems, the Labor Law 
Journal publishes incisive articles concerned with the 
intimate and complex relationship of Law, Labor, 
Government, Management, and Union. Month after 
month, the Journal brings you the serious thinking, 
the reasoned conclusions, the viewpoints, and atti- 
tudes of leaders of thought and action—on significant, 
pivotal labor law problems. 


Specialists in that field—from government, law, 
union, education, management —treat troublesome 
phases of labor law in factual, hard-hitting articles. 
No punches are pulled—nothing is “slanted.” Issued 


monthly; subscription rate—$6 a year. Sample copy 
on request. 


Insurance Law Journal 


*%& Month after month, this helpful magazine presents 
timely articles on pertinent subjects of insurance law, 
digests of recent decisions, comments on pending 
legislation, rulings of state commissioners and attor- 
neys general, and other features reflecting the chang- 
ing scene of insurance law. The Journal is edited 
exclusively for insurance law men, by insurance law 
men. Emphasis is on the insurance law fields of Life, 
Health and Accident, Fire and Casualty, Automobile, 
and Negligence. Issued monthly; subscription rate— 
$10 a year, including a handsome binder for per- 


manent filing of each monthly issue for a year. Send 
for a sample copy. 


Food Drug Cosmetic Law Journal 


*% Essentially, the purpose of the Journal is to stimu- 
Food: Drug:Cosmetic Law f late and facilitate the exchange of professional views 
in a highly specialized field of law. Each issue pre- 
sents signed articles—by specialists, public officials, 
and other authorities—on legal problems involved in 
the preparation, packaging, labeling, storage, and dis- 
tribution of foods, with respect to nutrition, health, 
and the general public welfare, in addition to notes on 
legislative, administrative and judicial developments. 
Issued monthly; subscription rate—$10 a year, in- 
cluding binder for year’s issues. Sample copy sent on 
request. 
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